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... and that’s why you find Remington Rand’s Printing Calcula- 
tor producing the figure facts for so many efficient accountants. 






Only the Printing Calculator does all your figure work with 
printed proof of accuracy. It multiplies and divides automatic- 


ally, adds and subtracts—and simultaneously prints the factors 
and answer of each calculation. 


For more information, write to Adding-Bookkeeping-Calculating 
Machines Division, Dept. NY, 315 Fourth Ave., New York 10, N.Y. 
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SIXTH ANNUAL INSTITUTE 
ON FEDERAL TAXATION 


Time: Eight full days. Nov. 12-21. Day November 12: Estate Planning, gift and estate 
sessions 9:30 a.m.-5:30 p.m. Dinner ses- problems 


sion-forums on four evenings. November 13-15: Practice, procedure and similar 


Lecturers: Over 90 experts and advanced problems 
students of Federal taxation. November 17-20: Tax effects of various steps 


Nature of Sessions: Intended for the ad- taken in business 


vanced practitioner who has specialized November 20-21: Income Tax 


in Federal taxation and has a thorough Fee: Tuition $75.00. Single day admission 
grounding in the subject. Lecturers will $15.00. Dinner fees (optional) $16.00. 


present concise and practical analyses Veterans eligible under G. I. Bill. 

of procedures and mechanics to be fol- ais ; . 

lowed in difficult tax problems. Discus- For printed folder CP, call SPring 7-2000, 
sions grouped roughly as follows: extension 293, or address 


Division of General Education 


NEW YORK UNIVERSITY 


Room 211, Main Building 


100 Washington Square New York 3, N. Y. 
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A Handy Calculator 
NEW BACK TRANSFER DEVICE 
SPEEDS UP CALCULATIONS 


HERE’S THE ANSWER to management’s Guaranteed to be the finest, lightest 
demand for a low priced, fast calculator. hand-made. individually tipped 
Entirely portable. Unexcelled for sturdy cigar. Every leaf selected Havana. 


construction. Hundreds of auxiliary uses in Custom rolled , for us exclusively. @ 
large organizations, Keep one on every Really different! $6.25 for box of 25. 
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desk, where quick calculations are necessary. 
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MORE PEOPLE AT LESS COST paid. Send for yours today! e 
Available from stock: > NOW TAKING XMAS ORDERS. | 
IVAN SORVALL ee 
Vee a | THE HOUSE OF FINE CIGARS | 
sk for Bulletin MP 103 1400 Broadway, N. Y. 18, N.Y. © 
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bk to this versatile machine to deliver your accounting and 
ord-writing production with accuracy and despatch. 

On the Flat Writing Surface, related forms, large and small, 
k quickly clamped in place. No rolling, wrinkling, or curl- 
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der gentlest, finger-tip touch. 
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Call your Underwood office. Put this machine to work. Then 
ich your accounting and record-writing production hit a 
w high in speed, economy and efficiency. 


Underwood Corporation 


tounting Machines . . . Typewriters . . . Adding Machines 
... Carbon Paper ... Ribbons and other Supplies 
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Check these exclusive 
ELLIOTT FISHER features 


@ FLAT WRITING SURFACE... for 


quick alignment, insertion and re- 
moval of forms. 


ROLL CARBON PAPER . . . saves 
handling of carbon paper and as- 
sures clean, smudge-free copies. 


ELECTRIC KEY ACTION... de- 
signed and powered for speed; for 
typing and computing simultane- 
ously. 


ADJUSTABLE ELECTRIC STRIKING 
POWER... to produce uniformly 
legible results whether only one or 
many copies. 


1 TO 30 COLUMN TOTALS and 1 
or MORE CROSS-BALANCES as 
amounts are typed, they may be 
automatically added or directly 
subtracted in, individual Column , 
Registers and simultaneously cross- 
computed in one or more balances. 
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if you can catch 


A leprechaun, according to Irish legend, is 
a dwarf who keeps a pot of gold hidden 
away. 

If you can catch a leprechaun, your 
troubles are over. 

Because he keeps his gold just for ran- 
som money. If you catch him, he’ll quickly 
tell you where his gold is, so you'll let him go. 

The best place to look for a leprechaun 
is in the woods. They’re green, and only 
about nine inches tall, so you’ll have to— 

Or maybe you don’t believe in lepree 
chauns. 

Maybe it would be more practical to just 


keep working for your money. But you can 
learn one good lesson from these little fellows. 


@ leprechaun... 





A small pot of gold put to one side is a 
great help when trouble catches you. 


And there’s a much faster and easier way 
to get your pot of gold than by catching 
leprechauns. 


You can buy U.S. Savings Bonds through 
an automatic purchase plan. 

If you’re employed you can sign up for 
the Payroll Savings Plan. If you have a 
bank account you can sign up for the Bond- 
A-Month Plan. 

Either way, your pot of gold just saves 
itself, painlessly and automatically. 

And your money increases one third every 
ten years. That would make a leprechaun 
turn even greener with envy. 


Save the easy, automatic way—with U.S. Savings Bonds 








Contributed by this magazine in co-operation 
with the Magazine Publishers‘of America as a public service. 
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The Addressing Machine & Equipment Co. is one thi 
of the largest rebuilders of office machines ‘in a 
the world, and yet our name is often confusing. | ™@ 
More than a decade ago we rebuilt and sold ” 





mailing equipment. : 
But for the past 20 years accountants,comptrok | _ 
lers and purchasing agents have relied upon us 
for rebuilt accounting, bookkeeping, billing and is 
calculating machines. Mark that up in your . 
memory the next time systems ere being bi 
considered. P 
All machines are guaranteed to look and oper- al 
ate like new and are serviced Free for one year. é 
We invite you to call for the services of a ; 
Systems and Methods representative. in 
R. 
ADDRESSING MACHINE & EQUIPMENT CO. | ”: 
29-31 EAST 22ND ST. NEW YORK 10, N.Y. ORegon 4-6400 no. 
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‘ea of Auditing Technique 


A. G. LITTLETON, C.P.A. 


The verbs used in the literature of 
auditing tell what auditors do, and 
consequently the words acquire some 
measure of technical significance. An 
analytical study of word usage there- 
fore could be expected to direct atten- 
tion to differing types of audit action 
as reflected by differing shades of word 
meaning. 

Verbs rather than other parts of 
speech are more important for this 
purpose because the verb is the kernel 
of a sentence predicate, and the predi- 
cate is that part which asserts some- 
thing about the sentence subject. Since 
a subject alone is little more than the 
name of a category, there is not much 
meaning in a statement that has no 
predicate. In fact such a group of 
words would not be a statement at all. 





A.C. Lirereron; Ph.Ds. ©.P:Ac, 
is Professor of Accounting at the 
University of Illinois. He is a mem- 
ber of the Illinois Society of Cer- 
tified Public Accountants and of the 
American Institute of Accountants, 
and has held various offices in the 
American Accounting Association, 
including that of President and of 
Editor of the Accounting Review. 











*R. H. Montgomery, 
R. S. Johns, Auditing (1941) ; 


It is therefore not too much to say 
that the verb usually is the most sig- 
nificant part of a sentence, and that 
the verbs used in auditing literature 
directly reflect professional responsi- 
bilities and technical procedures. 
Rudolf Flesch (The Art of Plain Talk) 
makes this comment “. . . the lack of 
well used verbs is the main trouble 
with modern English writing.” 

A sample of auditing literature was 
examined that amounted to apprexi- 
mately 1720 pages.* About 75 verbs 
were used 20 times or more for a total 
of over 5,000 uses. About 400 other 
verbs were used less than 20 times for 
a total of 1,500 uses. 


Frequency of Use. The most 
notable feature of the quantitative 
analysis is the fact that within a large 
vocabulary of audit verbs there is a high 
concentration upon a few words. Some 
475 verbs are used approximately 6,500 
times in this sample. About 85 per 
cent of the verbs (400 words used less 
than 20 times each) account for 23 
per cent (1,500) of the ‘uses. About 
15 per cent (75 words used more than 
19 times each) account for 77 per cent 
(5,000) of the uses. The top 14 words 
(being those with more than 100 uses) 
appear approximately 2,700 times. 


Auditing Theory and Practice (6th ed. 1940); W. H. Bell and 
D. L. Trouant, Financial Audits (1937) ; 


A. B. Cipriani, 


Duties of the Junior Accountant (1933); F. W. Thornton, Duties of the Senior Accountant 


(1932): 
no. 17, 
(1936). 
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Committee on Auditing Procedure, Statements on Auditing Procedure (No. 1 to 
1939-1942) ; American Institute of Accountants, Examination of Financial Statements 
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Thus 3 per cent of the words make 
up 40 per cent of the uses. The 5 words 
(1 per cent) above 200 uses cover 
about 1,400 uses (20 per cent). The 
single word with the highest frequency 
(532 uses) accounted for about 8 per 
cent of the total. 


Auditing Frequency* 
Verb of use 
RAIMING Ye cricw, anicea ier 53Z 
ee ee eee 249 
Getermine ........ 6.6% 229 
Sed S| ee 208 
fete hs 1. telus 206 
MUA 309-8 crac aS 178 
CEG (ORR Rea an 173 
i ee 
vestigate ..........- 142 
COLT C 2 Cpe ee a 138 
arg a a nis tery Walesa, is 137 
SOLE TEC EC ET 121 
a rere 105 
SE kee ev awaswes 103 


Changes in Usage. It is possible 
to get a small clue to the direction of 
change in verb usage. Because R. H. 
Montgomery’s Auditing Theory and 
Practice appeared in the first edition 
in 1912 and in the sixth in 1940, it is 
possible to make a vocabulary compari- 
son at an interval of twenty-eight years. 
Some of the change may of course rep- 
resent individual taste in the use of 
words. But almost certainly many of 
the differences will reflect change of 
ideas in the profession. 

Between the editions of 1912 and 
1940 there was little change in the 
number of different verbs used—a de- 
crease of about 10 per cent. There were 
some differences, however, in the list 
of high-ranking verbs. 

Verb Preferences 





Ranking 1912 1940 
1 ascertain examine 
Z verify ascertain 
3 audit compare 
4 examine review 
5 test investigate 
6 certify test 





Accounting Review of January, 1947. 
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Some words were demoted. Ascer- 
fain moved from first to second; test 
from fifth to sixth; verify from second 
to twenty-third place; audit from third 
to twenty-sixth; certify from sixth to 
fifty-sixth. Other words were pro- 
moted, so to speak. Ewaimine was ad- 
vanced from fourth place to first; 
compare from thirteenth to third; in- 
vestigate from twelfth to fifth; review, 
which was so seldom used in the 1912 
edition as not to enter the count, came 
up to fourth place. Several other verbs 
that were not prominent as of 1912 re- 
ceived more attention later, that is, 
were used 20 or more times in the 1940 
edition: These included confirm, sub- 
stantiate, analyze, scrutinize, disclose. 

These changes in the verbs preferred 
is informative. The words used less 
frequently in recent practice, such as 
audit, verify, certify, have been of a 
kind that was easily misunderstood by 
the public. They seem to carry a strong 
suggestion of conclusiveness, of incon- 
trovertable fact, of categorical convic- 
tion. But these qualities cannot in the 
nature of the case attach to the account- 
ant’s exhibits or to the auditor’s pro- 
fessional opinion. On the other hand, 
some words, such as examine, compare, 
investigate, review, have come into 
more frequent use, and not without 
justification, for the connotation of 
these verbs is much closer than the 
others to the real nature of auditing. 

The importance of certain words to 
the profession suggests that they not 
only need definition but study for over- 
tones, for varied uses, for relation to 
suitable companion words. The word 
examine is at the top of the list. There 
are many ways “to examine”; any one 
of the senses may be used upon occa- 
sion. The physician’s deft fingers felt 
the arm for signs of a broken bone. 
The judge himself examined the wit- 
ness, listening intently to the response 
which his questions produced. The 
engineer, examining the gun part with 
calipers, saw that the tolerance limits 


*For an analysis of this table see the Accounting Exchange department of the 
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Vocabulary of Auditing Technique 


were not exceeded. In examining a 
sample of tea, the expert took a sip 
of the brew to taste the flavor. The 
hunting dog éxamined the path until 
his inquiring nose scented a trail. How 
does the auditor “examine?” 

Although English is a language with 
a very large vocabulary, many words 
have several meanings. Whenever a 
certain term is adopted into a profes- 
sional usage it is advisable to establish 
its professional connotation. Examine 
is illustrative of this need. In account- 
ing the word does not connote the use 
of the sense of smell, taste, or touch; 
auditors listen to answers to their ques- 
tions and they see what is written on 
various documents and transcribed into 
accounts. But examine, as a technical 
term of auditing, means more than this 
listening and seeing. How much more, 
it is the task of textbook writers to 
make clear. 

One other observation is in order 
here. Too much importance should not 
be attached to the fact that certain 
verbs are used in accounting literature 
with great frequency. Frequency of use 
is not necessarily a clue to the relative 
significance of the verbs. Qualitative 
factors are significant too. These are 
to be given consideration below. 

In examining nearly 500 verbs for 
their technical significance,’ it will be 
helpful to classify them according to 
the pattern that lies within them. Since 
verbs are words of action it would 
be natural that some would relate to 
the use of technical ways and means, 
and others to the pursuit of professional 
ends and aims. The division between 
ways and aims is not equal. Most 
auditing actions involve the use of 
specific methods and procedures. These 
actions are not taken for their own 
sake; they are preparatory because 
they alone enable the auditor to take 
the later actions which directly reflect 
his professional duties and objectives, 
and the discharge of his contractual 
obligations. 

Activity Pattern. The center of 
the pattern is formed by a relatively 
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small number of auditing verbs—those 
which say something about duties, 
objectives, purposes, aims and ends. 
Typical of the verbs in this area are 
understand, report, recommend. Most 
of the verbs must be arranged about 
this center; those outside are the ones 
which say something about techniques, 
methods, procedures, ways and means. 
Typical of these are examine, inquire, 
allocate, authenticate. 

As we work with the words relative 
to duties, it becomes clear that there 
are several classes of duties; certain 
verbs are particularly appropriate to 
certain duties. 

The auditor’s duty to the public (of 
whom the client is a part) is implicit in 
such verbs as report, state, comment, 
disclose, certify, qualify, express an 
opinion. The meaning of these terms 
is: to reveal the full, relevant facts 
with an expert’s feeling for their sig- 
nificance as objectively determined facts 
and with a professional man’s regard 
for factual dependability. 

The auditor’s general duty to his 
client as an individual is broader than 
that of reporting. Some of the verbs 
reflecting this aspect of auditing have 
a connotation of learning something 
from the client and members of his 
staff. These are confer, consult, coop- 
erate, discuss. Others reflect a duty to 


teach the client and his employees: 


advise, counsel, influence, instruct, edu- 
cate. This teaching function draws 
other verbs around it to express differ- 
ences in aim and emphasis.’ Words like 
notify, inform, suggest are mild, while 
criticise and condenm are strong. Be- 
tween these extremes are the more suit- 
able words of approve, commend, rec- 
ommend, advocate, persuade, urge, 
convince. This last group is particu- 
larly descriptive of the way the profes- 
sional accountant prefers to influence 
the client. As a whole these verbs 
mean: to lead the client toward a better 
control of his affairs. 

The auditor also has a duty to his 
profession, or perhaps better, to his 
professional conscience. He has a moral 
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duty to detect, discover, uncover such 
things as fraud, error, misrepresenta- 
tion, distortion, ignorance. A great 
many of his techniques are focused 
here. He has an intellectual duty to 
understand, judge, decide. But to dis- 
charge the duty of understanding he 
must first recognize, select, exercise 
care, distinguish, discriminate, inter- 
pret. And to discharge the duty of 
judging he must first verify, substanti- 
ate, corroborate, establish; in other 
words, satisfy himself. 

In moving to influence the client, the 
auditor follows the road of persuasion. 
But when his moral or intellectual duty 
is involved, stronger verbs come into 
play. In the processes of uncovering 
and-of judging he may find it necessary 
to refuse, restrict, decline, refrain, 
limit; and he may have to demand, in- 
sist, ignore, object, disagree. These are 
strong words; most of them express 
a clear dissent. The public accountant 
therefore is not all fair words and per- 
suasion; when he has to put his foot 
down, you may hear the floor boards 


creak. But not from stamping and 
ranting. If there is any creaking it is 
from steady pressure calmly main- 


tained. These verbs are associated with 
his duties to the profession, and they 
mean, as a group: to understand what 
is, in the light of what ought to be. 

In this attempt to see a pattern in 
the verbs of auditing, a central area of 
55 words is found in which certain 
groups of verbs express various audit- 
ing aims and duties. Three groups as 
specifically identified above are: 


(1) Verbs which mean to reveal the 
full relevant facts with an ex- 
pert’s feeling for their signifi- 
cance as facts and a professional 
man’s regard for factual depend- 
ability. (7 verbs) 


Verbs which mean to lead the 
client toward a better control of 
his affairs. (21 verbs) 


Verbs which mean to under- 
stand what is, in. the light of 
what ought to be. (27 verbs) 


(2 


—— 


(3) 
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Probably this showing is in general 
accord with the opinion of most in- 
formed observers. It surely is the cen- 
tral purpose of auditors to understand, 
to reveal,-and to lead. And it is to be 
expected that the verbs which express 
technical actions will be found, upon 
classification, to suggest the varied 
ways and means by which the auditor 
gains his understanding and does his 
revealing and leading. 

Before the auditor can discharge with 
assurance the numerous responsibilities 
suggested above, he will need to employ 
many special techniques of investigation 
in order to gain full and clear insight 
into the client’s accounting methods 
and results. Some of the corresponding 
verbs of ways and. means have a rather 
general connotation; others present 
various aspects of specific techniques. 


Verbs of Ways and Means. In the 
first class are a number of verbs carry- 
ing the general sense of find out. Here 
are ascertain, eaplore, investigate, de- 
termine, acquaint self, familiarize self, 
seek, search, trace, study. These terms 
imply that the auditor finds out by 
doing something himself. Others indi- 
cate that he finds out through a tech- | 
nique of making contacts with people. 
Here are ask, inquire, interrogate, 
question, interview, request, require, 
solicit, elicit. A few more have a simi- 
lar general meaning but are not readily 
classified in either of these two groups: 
secure, procure, obtain, gain access, 
account for. 

There are other techniques of ascer- 
taining besides that of “asking ;” there 
are also those which center about “see.” 
Here are grouped directive verbs such 
as sce, observe, notice, watch, read, 
consider, scrutinize, examine. With 
slightly different connotation are cer- 
tain limiting verbs, such as review, 
sample, survey, scan, which suggest 
restricting the volume of detailed “look- 
ing.” But there is more to an auditor’s 
looking than merely seeing; he learns 
much that is significant by contrasting 
this with that. Hence the- following 
verbs expressive of contrasting are also 
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Vocabulary of Auditing Technique 


important in his work: check, re-check, 
compare, audit. 

A good deal of auditing action is 
inspired by the question: Is the show- 
ing authentic? It is entirely natural 
therefore that a number of technical 
verbs should suggest such actions. The 
verb authenticate typefies the group 
generally; with it should go identify, 
support, vouch. Some of the others, 
such as confirm, circularize, communi- 
cate, correspond, mean getting facts by 
writing rather than by speaking. Others 
indicate actions somewhat related to 
arithmetic: count, foot, figure, esti- 
mate, compute, calculate, average, ap- 
proximate. The list of verbs related 
to authenticate would not be complete 
without certain other terms of impor- 
tant technical significance in auditing 
methods. These are analyze, reconcile, 
agree, correlate, prove, test. 

The above grouping of technical 
verbs is of course leading up to those 
involved in “reporting.” But some 
others are to be noted first which are 
closely related, but preliminary to, 
reporting itself. 

One group of verbs connect the 
auditor’s work rather directly with the 
accounting necessity for sharply dis- 
tinguishing data affecting different fis- 
cal periods. Here are included adjust, 
change, correct, reclassify, add, deduct, 
eliminate; and the more characteristic 
words relative to periodicity, such as, 
accrue, defer, accumulate, amortize, 
apportion, allocate, capitalize. 

Another group of words immediately 
proceeding those dealing with reporting 
express the general idea of organizing 
the materials for use in preparing a 
report. These verbs are list, copy, 
record, compile, tabulate, schedule, 


separate, segregate, consolidate, clas- 


sify, marshall. 

Finally the verbs that apply to the 
report: The auditor will write, draft, 
prepare, sign the report; then he will 
issue, supply, render and submit the 
report. Within the report he will 
embody, incorporate, present, provide, 
reveal, display, exhibit, appropriate de- 
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tails and summaries. In the text, he 
will explain, amplify, elaborate, de- 
scribe, refer to, point out, mention, 
justify, emphasize, summarize, outline, 
footnote. 

This qualitative analysis has pre- 
sented 170 verbs (out of nearly 500 
words tabulated) as being the ones that 
have the most meaning in auditing. 
Nearly one-third (55) lie in the center 
of the pattern and relate to professional 
aims and duties. The remaining 115 
words are related to various techniques 
dealing with the ways and means by 
which the public accountant does the 
technical work that enables him to dis- 
charge his duties as auditor. 


Relative Significance. For some 
purpose the most significant verbs of 
auditing are those relative to the audi- 
tor’s duty to the public (disclose, ex- 
press, opinion), duty to the client 
(consult, advise), duty to the profes- 
sion (judge, satisfy self). Verbs like 
these explain the profession and acti- 
vate the professional. But for the man 
in the field and for the student in 
school the most significant verbs refer 
to professional techniques, the ways of 
doing what needs to be done. Thus to 
find out one must ask, observe, review, 
compare, study; to authenticate one 
must vouch, confirm, compute, recon- 
cile; to report one must reveal, explain, 
qualify. 

If we boil down the kettle of verbs 
still further perhaps the sample might 
come down to this as an expression of 
the essence of auditing.’ 

Ascertain by examining in order to 
report. 

This. sentence, like most broad gen- 
realizations, is so compact that it needs 
some expansion to be meaningful. 
Ascertain what? The facts. Examine 
what? The evidence. Report what? 
An opinion. Thus broadened the three 
essentials became: 

Ascertain the relevant facts and the 
accounting treatment, given them in the 
enterprise. 

Examine and evaluate the evidence sup- 
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porting both the originating transactions 
and the subsequent periodic treatment. 


Report a considered professional opinion 
of the disclosures prepared for interested 
parties. 

If it be desired to bring the vocabu- 
lary to the sharp point of a single verb 
of highest significance, this could very 
well be satisfy self. The auditor if under 
a heavy obligation to satisfy himself 
as to the accounting truth of what he 
examines ; there is little point in merely 
going through the motions of using 
technical procedures. 

The auditor is concerned with factual 
truth. He must satisfy himself that the 
transactions happened as shown and 
that other relevant transactions are not 
omitted. The way to go about satisfy- 
ing himself in this connection is to 
make intelligent use of proper profes- 
sional techniques. To do this requires 
a satisfactory knowledge of accepted 
practices, both those in auditing and in 
business. 

The auditor is also concerned with 
statistical truth. He must satisfy him- 
self (1) that classification of account- 
ing data into categories (accounts) has 
been according to the nature of the 
transaction rather than by accident or 
whim, and (2) that reclassification of 
data in making assignments to periods 
has been made objectively and with 
good judgment. The basis of satis- 
iaction in this connection is a knowl- 
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edge of the theory of accounts and of 
the principles of correct determination 
of periodic net income. 

In undertaking to satisfy himself the 
auditor puts his knowledge of what is 
good up against what he finds. Hence, 
if he is to emerge with a true profes- 
sional opinion, he must have (1) a prior 
knowledge of good and bad in account- 
ing and of a wide variety of auditing 
procedures, and (2) a present skill in 
making appropriate selections from his 
stock of audit techniques and in apply- 
ing them intelligently to the current 
situation. 

Auditing is research; it is more than 
checking. For the emphasis is on think- 
ing. Most auditing texts undertake to 
tell the student what to do; but they 
could very well tell more of what to 
think while doing. “Watch the bacon, 
dear, while I run out in the garden a 
few minutes,” a mother said to the six- 
vear old daughter. The bacon was 
dutifully, though tearfully, watched; 
but it burned to a crisp. Watching had 
not been enough. In auditing it is more 
important for the junior assistant to 
think what he is looking for than it is 
that he quickly compare recent sales in- 
voices with the figures in the sales 
book. He too has to satisfy himself; 
and he must have some questions in 
mind to satisfy. 
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Sampling Theory Applied to the Test-Audit 


By JeERoME ABRAMS 


The Need for Standards 
of Sampling 
T Is readily admitted by many audi- 
tors that there are no established 
standards or rules available to guide 
them in the selection of the items which 
they test during the course of their 
auditing procedure. Rather have they 
developed their own rules of practice as 
to sampling methods and then continued 
to apply them, often without any sup- 
porting basis in any of the well-estab- 
lished rules of sampling. In many other 
fields of research (e.g., market research, 
quality control, engineering research) 
the basic rules of sampling have been 
established through both theoretical and 
empirical considerations. Much use has 
been made of the results of tests of 
specially selected samples. For if the 
samples tested are selected in a manner 
which insures, to a high degree of 
probability, that they are representative 
of all the items under consideration, 
including those not examined, then the 
researcher may draw conclusions which 
it is highly probable will be true about 
all of: the items. 

The auditor is a research expert in 
the true sense of the word. He must 
delve into the books of account of his 
client, and on the basis of his research 
into the transactions entered in these 
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books, the auditor must submit an 
opinion as to the correctness of his 
client’s financial statements. To certify 
to their absolute accuracy would neces-. 
sitate a complete audit of all of the 
transactions of the client as well as a 
complete search for suppressed transac- 
tions. But limitations of time, cost, and 
necessity result in a test-audit. 

The purpose of a test-audit is sub- 
stantiation by audit procedure of the 
correctness of the assets, liabilities (act- 
ual and contingent), reserves, capital, 
and surplus as at a balance sheet date, 
and selective audit tests of the transac- 
tions for a period ended on the balance 
sheet date. 

It has been stated that : 

“The character and extent of the tests 
will be governed by the circumstances oi 
ach case and should be so designed as to 
satisfy the auditor of the general correct- 
ness of the recorded transactions for the 
period, although such tests will not neces- 
sarily disclose every irregularity.” 

It would seem, from the foregoing 
quotation, that the determination of the 
size of the sample, the selection of the 
items to be tested, and the drawing of 
statistical inferences are inherently and 
irrevocably subjective. How, then, can 
the auditor feel secure in issuing his 
certificate as the result of a test-audit ? 
His feeling of security lies in his belief 
that by examining a part of the records, 
he can obtain an impression as to the 
essential accuracy of the whole. But 
the selection of this “part” is highly im- 
portant if the laws of probability as 
applied to auditors’ samplings are to be 
relied upon. The method of selection of 
the “part” to be examined is described 
in the rules of sampling. 

If certifications are to be based upon 
information derived from samples, it 
may, in,the future, be incumbent upon 
the auditor to prove the reliability of 
his sample. The object of this paper is 


Ep. Note: This paper contains a summary of the conclusions of the author, more fully 
set forth in the thesis written by him in partial fulfillment of the requirements for his M. B. A. 
degree. It is presented in the hope that it will stimulate interest in the problem as well as 


further study and expression of opinion. 


_ 1“Tentative Classification of Accountancy Services,” from a Special Bulletin of the 
N. Y. State Society of C.P.A.’s, January 12, 1933. 
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to acquaint the reader with some of the 
basic principles of sampling theory and 
their applications to auditing. 


Sampling Defined 

By the sampling process is meant the 
use of an analysis of a part from which 
to draw conclusions as to the whole. Or, 
to use the terminology which will be 
employed in this paper, the “whole” 
will be called the “‘universe.” Thus, to 
reword the definition, it might be said 
that “‘a sample from a universe is a 
selected number of individuals each of 
which is a member of the universe.’’” 
As applied to auditing, all of the items 
of one type form. the universe. For 
example, all the accounts receivable 
balances form the universe. But the 
selected few balances which will be 
tested form the sample. This sampling 
is the basis of the test-audit. Of course, 
the discovery of a fraudulent entry dur- 
ing the course of the sampling proced- 
ure might very well necessitate a com- 
plete audit. 

Both intuition and experience tell the 
layman that a sample will reflect, in 
some measure, the attributes of the par- 
ent universe. Thus, a grain merchant, 
through long experience has learned 
that by obtaining from the middle of 
the sack a sample of the wheat he is 
contemplating purchasing, he can de- 
cide upon the quality of the entire sack 
of wheat. Experience has justified his 
faith in the sample. So too, the auditor 
will dip into the sack of transactions, 
although not into the middle alone, and 
on the basis of his analysis of the sam- 
ple, will make his adjustments and de- 
cide whether or not to give his approval 
or certification to the recording of the 
entire mass of transactions of that par- 
ticular type. 

Test-audits of the various types of 
transactions (e.g., voucher register foot- 
ings, cashbook postings, inventory 
types, accounts payable balances, and 


accounts receivable balances) will call 
for only slightly different variations 
upon the application of the basie rules 
of sampling. 

There are three major considerations 
for any sample :3 

(1) The sample must be representa- 
tive. 

(2) The sample must be adequate. 

(3) The sample must show stability. 


A representative sample is one which 
shows the same characteristics as the 
universe which is being sampled. Noth- 
ing can completely assure the auditor 
that his sample shows the same char- 
acteristics as the whole mass of data 
in the problem, but “according to the 
theory of probability, if a sample group 
of data has been selected at random it 
will be representative.’ 

Adequacy of a sample is ensured 
when the probabilities of any two items 
being in the sample are equal, and 
enough items are included in the sample 
to eliminate the possibility of distortion 
by being too small. 

A sample shows stability when its 


‘results narrow in divergence to the 


point where an increase in the size of 
the sample leads to no significant change 
in the previous findings. 

What does the auditor usually desire 
to find from his sampling process? 
First, he would like to uncover any 
possible fraud. Second, he would like 
to draw a conclusion as to the correct- 
ness of the financial statements which 
he is asked to certify. It should be 
brought to the attention of the reader 
that, having discovered a certain dollar 
amount of error in any particular group 
of transactions during the sampling 
process, it is still impossible to estimate 
mathematically the total dollar amount 
of error which may actually exist in 
that particular universe. However, from 
information derived from a _ sample 
which has satisfied the three require- 


2G. Udny Yule and M. G. Kendall, An Introduction to the Theory of Statistics, (London, 


Chas. Griffin & Co., Ltd., 1940), p. 332. 


3Leo Herbert, “Practical Sampling for Auditors,” 


The New York Certified Public 


Accountant, January 1947, Vol. XVII, No. 1 (New York, 1947), p. 58. 
4 James G. Smith, Elementary Statistics, (New York, Henry Holt & Co., 1934), p. 325. 
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Sampling Theory Applied to. the Test-Audit 


ments listed above, it is possible to 
form a well substantiated opinion as 
to the strength of the system of internal 
control and the reliance which may be 
placed thereon to prevent or locate any 
relatively large errors which may be 
large enough to distort the true picture 
of the financial condition of a business. 


Determining Sample Size 

The amount of test-checking depends 
upon an a priori estimate of the strength 
of the system of internal check. This 
may seem illogical, since the object of 
the sampling is to determine the 
strength of the internal control. But it 
is the only practical approach to the 
problem. If our a priori estimate is 
proven over-optimistic by the results of 
the: first sample, it may be necessary 
to take an additional sample. In the 
opinion of the writer, there has not as 
yet been devised any method to deter- 
mine mathematically the size of the 
auditor’s sample. 

There is one widely quoted table, 
purporting to give the most economic 
random sample, expressed as a_per- 
centage of the universe being sampled, 
for finding at least one false item among 
an assumed number of false items in a 
group of transactions. This table, the 
work of Carman and Prytherch,5 was 
computed by determining the area un- 
der the normal curve and, it is said, 
“may reasonably be expected to be ac- 
curate when the.items being tested form 
a normal disribution.”® However, it is 
this writer’s contention that practically 
none of the items tested by an auditor 
form a normal distribution. Since the 
usual percentage of defectives among 
the items sampled is very small, the 
type of curve formed by the sample is 
very much skewed—the Poisson curve 
is followed and not the normal curve— 
a vastly different matter. No attempt 
will be made in this article to present 
a new table based on the Poisson dis- 


tribution, but it was felt that the inac- 
curacy of the Prytherch table ought 
to be pointed out. 

Suffice it to say, at this time, that 
the stronger the system of internal con- 
trol, the smaller need be the size of the 
sample. But this statement, too, which 
has been unquestionably accepted in 
the past by auditors, is subject to quali- 
fication. Suppose that hundreds of 
pages of inventory sheets were being 
test-checked for the correctness of ex- 
tensions and footings. Imagine further, 
that we were checking inventory sheets 
of two clients: one whose sheets were 
really 1% defective (i.e., one of each 
one hundred items were in error) and 
one whose sheets were really 5% de- 
fective. | Mathematical calculations, 
based on the theory of probability, show 
that with sample size 100, the proba- 
bility of distinguishing between the true 
accuracy of the two clients’ sheets is 
not high. As a matter of fact, the prob- 
ability of rating them in reverse order 
is not too unlikely. Where the fraction 
of defective items is very small a sam- 
ple will usually give an over-optimistic 
picture of the percentage of items con- 
taining errors, by understating the per- 
centage. A noted statistician has con- 
cluded, on the basis of wide experience, 
that : 


“For most purposes sample sizes of the 
order of 300 to 600 are a minimum for 
achieving satisfactory working estimates of 
the lot fraction defective from the evidence 
of a sample, and . . . very small samples 
are not only practically worthless for dis- 
tinguishing between lots (except where de- 
fectives are overwhelming) but likely to 
be positively misleading.” 


Types of Sampling 

There are three major types of sam- 
pling: (a) random sampling, (b) 
stratified random sampling, and (c) 
purposive sampling. 

By random sampling is meant the 
selection of a sample in such a way that 
each item in the universe has an equal 


5 Robert H. Prytherch, “How Much Test Checking Is Enough,” Journal of Accountancy, 
December 1942, Vol. 74, No. 6, (New York, 1942), p. 528. 


6 Herbert, op. cit., p. 61. 


7 Leslie E. Simon, An Engineers’ Manual of Statistical Methods, (New Forms John 


Wiley & Sons, Inc., 1941), p. 25. 
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chance of being part of the sample. In 
selecting the sample, there must be no 
element of preference or bias that would 
ténd toward the inclusion or exclusion 
of certain members of the larger group. 
Intelligent planning is needed in secur- 
ing a purely random sample. The obvi- 
ous procedure of picking the most read- 
ily available cases would by no means 
meet the condition of random selection. 

From the above considerations of 
random sampling, it can be seen that 
there are many situations when one 
must depend on getting a random sam- 
ple. Ii the auditor’s knowledge of the 
universe, prior to sampling, is limited, 
and if he is unacquainted with the sub- 
groups of the universe, the auditor can 
do no more than take the best random 
sample under the circumstances. This 
is usually the type of sampling to apply 
to inventory sheets in checking exten- 
sions of individual items or footings of 
individual sheets. Methods of obtain- 
ing purely random samples will be de- 
scribed below. 

But the auditor should be certain to 
employ the stratified random sample 
whenever he has precise knowledge as 
to the internal structure of any group 
of items. The universe should be broken 
down into various sub-universes, ac- 
cording to dollar amounts, and the per- 
centage of items examined in each sub- 
group will vary with the dollar value of 
the items in the group. This is the 
usual procedure to be followed in the 
verification of accounts receivable and 
payable balances. 

A purposive sample is one selected by 
design of the auditor who seeks to se- 
cure a sample “having the same char- 
acteristics as the universe in respect to 
one or more ‘control’ factors.”® An 
illustration of the purposive sample in 
auditing is the examination of the first 
and last months of a period because of 
the larger chance of finding fraud or 
mistakes in these months. 

3ut, however complete the auditor is 
in his examination of these particular 


8 Frederick C. Mills, Statistical Methods, 
9 Yule and Kendall, of. cit., p. 347. 
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periods, knowledge on the part of the 
embezzler of the program of audit 
(which is often unchanged with respect 
to work involving the first and last 
months) may easily lead him to confine 
his peculations to other periods. Not 
only this, but errors of other types than 
fraud are just as likely to occur in any 
month as in the first and last months 
(e.g., errors of principle, clerical errors, 
etc.). Therefore, much more need is 
present for the use of a stratified ran- 
dom sample which will catch not only 
the embezzler’s frauds, but errors of all 
types. A stratified random sample will 
give the auditor a much more adequate 
picture of the entire books of account. 
As has already been pointed out, the 
basic method of stratified random sam- 
pling lies in “dividing the parent popu- 
lation into strata and taking a random 
sample from each stratum.”? Below are 
presented illustrations of the manner in 
which random sampling is combined 
with stratification. 


Illustrations of a Stratified 

Random Sample 

Accountants Receivable. In the veri- 
fication of accounts receivable balances 
by communication with the debtors, it 
is always advisable to seek 100% con- 
firmation of all accounts over a certain 
dollar amount in order to establish the 
reliability of the greatest dollar value 
of the receivables. The’ remainder of 
the receivables should be sampled. By 
sampling is meant the persistent and 
relentless following through of the re- 
ceivable to a final conclusion. That is, 
the amount receivable is either verified 
exactly, or is reconciled with the debt- 
or’s verification, or is found to be incor- 
rect. Once an item is selected to be part 
of the sample, it must be followed up 
until just such a decision can be made 
as to its accuracy. 

The receivables should be broken 
down into sub-groups. For example, 
balances over $1000.00, amounts from 
$500.00 to $999.99, from $100.00 to 


(New York, Henry Holt & Co., 1938), p. 462. 
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$499.99, from $.01 to $99.99, and bal- 
anced accounts which have been active 
in recent months. Varying percentages 
should be examined ftom each group, 
in relation to the relative dollar value 
of the items in that group to the total 
dollar value of all receivables. In order 
to eliminate chances of gross errors, 
the largest group will probably be 
100% verified. 

It is common practice in market re- 
search to obtain a sample of a specified 
size, say ten percent of the universe, 
by selecting from a directory containing 
the names of all the individuals in the 
universe (e. g., a particular city), every 
tenth listing. So too, the items which 
the auditor wishes to sample are listed 
in his client’s records—records which 
are analagous to the directory men- 
tioned above. 

“If a given population consists of a list 
of objects in which the attribute of an 
object is independent of its position on the 
list, members of the population selected by 
some ordinal position will be a random 
sample for the purpose of studying the 
given attribute.” 10 


Each item on a page will belong to 
only one particular stratum. One 
stratum will be sampled at a time. If 
the sample is to be of twenty percent 
of the items in a stratum, the auditor 
will skim over the pages containing the 
names of debtors, seeking confirmations 
from and examining supporting evi- 
dence for every fifth item encountered 
belonging to that particular stratum. 
This will not be every fifth item on 
each page, but rather every fifth item 
in that particular stratum. For example, 
suppose that a fifty percent sample of 
all accounts receivable balances of 
$500.00 to $999.99 is ‘being taken. 
Then, the auditor will skim over the 
schedule of receivables and seek con- 
firmations and examine supporting evi- 
dence (e. g., shipping receipts, receipt 
of cash payment in the month following 


the date as of which the audit is being 
made) for every second balance of 
$500.00 to $999.99, 

The method of ordinal selection is 
the most. economical procedure to em- 
ploy in securing randomness within a 
stratum. However, the auditors must 
be sure that there is no correlation 
between the position of the sampled 
item and the characteristic for which 
we are testing. In most cases there 
wil! be no such correlation and the 
method of ordinal selection will be 
most appropriate. 

“If this matter is viewed from the 
standpoint, of the axiomatic theory of 
probability the absence of knowledge about 
relationship between the method and the 
characteristic under consideration may be 
sufficient to ensure randomness . . . The 
presumption is that if we make as great 
an effort as possible to ascertain whether 
any relationship exists and we fail to find 
it, there is no relationship; and hence we 
can assume randomness with more or less 
confidence.” 11 


Although it is a more costly process, 
the use of random sampling numbers 
is also available to auditors. An or- 
dinal number is attached to each mem- 
ber of the population to be sampled 
by the simple process of numbering 
the members from 1 onwards. The 
set of ordinal numbers so obtained is 
the new universe and the problem of 
drawing a random sample reduces to 
finding a series of random numbers. 
The necessity for requiring the auditor 
to construct random series of his own 
has been obviated by the publication of 
various tables of random sampling 
numbers. There are three such avail- 
able :!2 

“(1) Tippett’s numbers comprise 41,600 
digits taken from census reports combined 
into fours to make 10,400 four- Come eo 

bers (Tracts for Computers, by H., 

Tippett, Cambridge University Thad pe 

don, 1921, No. 15). 

“(2) Kendall and Babington Smith’s 
numbers comprise 100,000 digits grouped 


10 James G. Smith and Acheson J. Duncan, ates Statistics and Applications, (New 


York, McGraw-Hill Book Co., Inc., 1945), p. 


11M. G. Kendall, The Adz ‘anced Theory of , (London, Chas. Griffin & Co., Ltd, 


1943), pp. 191-192. 
12 Kendall, op. cit., p. 193. 
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in twos and fours and in 100 separate thou- 

sands (Tracts for Computers, No. 24). 
“(3) Fisher and Yate’s numbers com- 

prise 15,000 digits arranged in twos.” 

To draw a random sample, tables of 
random sampling numbers are used 
according to the procedure explained 
below. More detailed examples of their 
use may be found together with the 
tables listed above. 

After the members of each stratum 
are assigned numbers, a sample of size 
N is chosen by selecting any set of N 
numbers from the table of random 
sampling numbers. Suppose that a 
sample of 850 from a stratum of 8500 


accounts receivable with balances of 
$.01 to $49.99 is desired. The debtors 
are listed in a schedule. The first debtor 
is numbered 1 and the last debtor is 
numbered 8500. 

The auditor then opens up any one 
of the three tables mentioned above to 
any page and copies down the first 
850 numbers listed in the table. The 
debtors whose numbers correspond to 
the 850.selected from the table will 
constitute the required random sample. 
For example, below is presented the 
first 200 numbers of the Kendall-Bab- 
ington Smith tables of random sampling 
numbers: 


Random Sampling Numbers 


2315 7548 5901 8372 5993 
0554 5550 4310 5374 3508 
1487 1603 5032 4043 62 23 
38 97 6749 5194 0517 58 53 
97 31 2617 1899 7553 08 70 


If the auditor were to use the com- 
plete tables (of which the above is 
just a small segment) in the previously 
mentioned case, he would select the 
first 850 numbers. Reading across are 
found the numbers 2315, 7548, 5901, 
8372, 5993, 7624, (9708), (8695), 
2303, 6744, 0554, 5550, etc. The two 
numbers in the brackets are greater 
than 8500 and therefore are ignored. 
Then, confirmation requests would be 
sent to the debtors whose numbers 
correspond to the first 850 appearing 
in the tables, with intensive follow-ups 
on these particular 850 customers in 
an endeavor to secure as close to a 
100% response as possible from these 
accounts receivable. In addition, care- 
ful scrutiny would be given to any and 
all supporting evidence for these 850 
balances. Whereas a 60% response 
from all debtors in this stratum was 
formerly considered adequate, with no 
intensive follow-up of those not re- 
sponding, it is recommended strongly 
that intensive follow-ups be made of 
those not responding in this relatively 
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7624 9708 8695 2303 67 44 
9061 1837 4410 9622 13 43 
5005 1003 2211 5438 08 34 
78 80 5901. 9432 4287 1695 
(9425 1258 4154 8821 05 13 
small stratified random sample. The 


saine procedure would be followed in 
other strata. A 100% response from 
the debtors sampled should be the audi- 
tor’s goal. A sixty percent response 
from all debtors in the $.01 to $49.99 
stratum may have meant, in absolute 
numbers, 5100 responses. The 3400 
non-responses may very well include 
clues to inaccuracies in the balance 
sheet, the profit and loss statement, and 
inadequacies in the system of internal 
control. But, blinded by the large 
absolute number of confirmations, the 
auditor disregards the 40% of non- 
responses. And therein lies danger. 

To repeat: a small, stratified, ran- 
dom sample with very nearly 100% 
response may be of greater value to 
the auditor in judging the accuracy of 
the schedule of accounts receivable (or 
accounts payable) balances than a very 
large, non-stratified, non-random 
coverage for which only 60% of re- 
sponses are received, though that 60% 
be, in absolute numbers, many times 
greater than the sample. 
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Sampling Theory Applied to the Test-Audit 


It is realized that it may be difficult 
to obtain so complete a response on 
the first request. Therefore, second and 
third communcations may have to be 
sent. However, the receipt of cash for 
the balance due, in the month following 
the date as of which the audit is made, 
may be used instead of a written con- 
firmation from the debtor. Ageing of 
all the accounts receivable balances is, 
of course, an indispensable part of the 
audit. Accounts much past due should 
be confirmed whether or not they 
happen to have been selected as part 
of the original sample. For these items 
are often the breeding ground of 
fraudulent transactions. 


Accounts Payable. The foregoing 
discussion of receivables is applicable 
in its entirety to payables, with the 
additional caution that the sampling of 
apparently balanced accounts be more 
intensive. An analysis of the records 
and correspondence of the client should 
also be made for possible disclosure 
of any liability not appearing on the 
records of the company, or any con- 
tingent liabilities. 


Inventories. In its “Extensions of 
Auditing Procedure’, the American 
Institute of Accountants recommended 
that :!3 


“Tn addition to making auditing tests and 
checks of the inventory accounts and rec- 
ords, he (the auditor) shall, wherever 
practicable and reasonable, be present, 
either in person or by his representatives, 
at the inventory-taking and by «suitable 
observation and inquiry satisfy himself as 
to the effectiveness of the methods of inven- 
tory-taking and as to the measure-of reli- 
ance which may be placed upon the client’s 
representations as to inventories and upon 
the records thereof. In this connection the 
independent certified public accountant may 
require physical tests of inventories to be 
made under his observation.” 


The atttendance of his staff men at 
the taking of an inventory should be 
a major consideration in any audit by 
a certified public accountant. In physi- 
cally test-checking the inventory it is 


of prime importance that not only the 
most easily accessible objects be 
counted, but that a truly random survey 
should be made of the entire inventory. 
Items of approximately equal dollar 
value may be sampled through the 
ordinal method previously described. 
Where goods are stacked in bins, in 
rows, or piles, every second or third 
bin, for instance, may be test-checked 
for a second time by a staff man, or 
he may pay special attention to the 
initial inventory-taking by the client’s 
staff at these particular locations. 
Better still, to obtain the element of 
surprise, the bins or piles correspond- 
ing to a series of random sampling 
numbers may be test-checked by a staff 
man. Of course, where individual items 
are of a relatively large dollar value, 
a complete recount may have’ to be 
taken by the staff man or his attendance 
may be required at the initial inventory- 
taking. As an additional safeguard, it 
is recommended that in test-checking 
prices of the inventory, a slightly differ- 
ent percentage of items be examined 
by ordinal position on the inventory 
sheets, so that not all the same items are 
both physically counted and priced. 
Here too, a series of random sampling 
numbers may be used in determining 
which items shall be test-checked for 
prices. This will be a two-edged sword. 
Randomness will be obtained both in 
test-checking the physical count and 
the pricing. After this is done, it is 
probably best to completely check the 
extensions and footings, although this, 
too, may be done by sampling, where 
the inventory sheets run into the hun- 
dreds or thousands. 


Payrolls. Although payrolls are often 
the major components of the cost of 
goods sold section, the time cards which 
form the basis for the audit of this 
expense item are, in many cases, too 
voluminous to receive detailed check- 
ing. Then again, internal control may 
be so strong as to obviate the need for 


13 “Statements on Auditing Procedure, No. 1” issued by the Committee on Auditing 
Procedure, American Institute of Accountants, October 1939, p. 6. 
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any detailed examinations. Where this 
is the case, another opportunity pre- 
sents itself to apply the method of 
stratified random sampling. 

Where there are a number of depart- 
ments among which the rate of com- 
pensation varies to an appreciable 
extent, it is best to test different per- 
centages of the time cards in each 
department. Larger percentages should 
be sampled in the more highly skilled 
departments, where the wage rates are 
higher. The same methods of choosing 
time cards to be tested are employed 
as in the sampling of accounts receiv- 
able and payable balances. The time 
cards may be arranged within depart- 
ments in alphabetical order and then 
either the ordinal or random sampling 
number methods may be applied, as 
previously described. If the cards are 
already numbered, there is no need 
to alphabetize them. For in this in- 
stance, random sampling numbers may 
very easily be used to draw a random 
sample. The cards selected will be 
checked for computations of hours 
worked, extensions of wages earned, 
and postings to the payroll books. A 
small sample will usually suffice to 
demonstrate the accuracy of any de- 
partment’s payroll. Of course, where 
any evidences of fraud are uncovered, 
a more detailed audit of the payroll 
is in order. 


Purchase and Expense Vouchers. 
Resort may be had to test-checking 
where the volume of purchase and 
expense is too great for a complete 
audit, or where the internal control is 
strong enough to obviate the need for 


100% checking. If any fraudulent 
transactions exist, the probability of 


finding at least one of these will be 
greatest through the use of a stratified 
random sample. The principles to be 
applied are those already described in 
connection with the test-checking of 
receivables. To review: the auditor 
will first decide on the dollar classifica- 


14 Quoted by Victor Z. Brink in “Auditing Practice Forum” 
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tions into which he will divide the 
purchases and expenses for purposes 
of testing. The classifications will, of 
course, depend on the size and nature 
of the business. Then, the auditor will 
examine vouchers and other supporting 
evidence for all entries in the purchase 
book in the amount of, say, $1000.00 
and over. He will examine lesser per- 
centages as the dollar range of the 
groups tested decreases. For example, 
by the time purchases in the $.01 to 
$99.99 group are examined, only one 
in every twenty entries may have to be 
tested. Although the probability of 
finding a fraudulent transaction in the 
group of purchases over $1000.00 may 
not inherently be greater than the 
chances of finding such an item in the 
$.01 to $99.99 group, still, we test a 
larger percentage of items in the former 
group so that we may confirm a rela- 
tively large dollar amount of purchases 
at the same time that we search for 
any evidences of fraud. Any unre 
corded purchases will usually be 
brought to light through confirmation 
of accounts payable balances, as previ- 
ously discussed. The same principles 
applied to testing purchase vouchers 
may be applied to ‘the testing of expense 
vouchers. 


Conclusion 


The haphazard methods of sampling, 
now so commonly used by some audi- 


.tors, must be refined so that any judg- 


ments based on these samples may be 
statistically valid. The major part of 
the task of correcting test-checking 
procedure would be solved if auditors 
could be taught rules of sampling. 


“Invariably I am told my samples involve 
unusual transactions. The real fact I dis- 
cover more frequently, however, is that the 
unusual transactions unearthed in my sam- 
ples are the usual pattern and that the 100 
per cent examination of the sample has 
accomplished my objective of determining 
what I might expect if I audited all of the 
transactions.” 14 


of the Journal of Account- 


ancy, June 1947, Vol. 83, No. 6, (New York, 1947), p. 525. 
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Reduction of Year-End Audit Time 
Through Extension of Interim 


Audit Procedures 
By Hyman D. Kien, C.P.A. 


1 hes of us have just about emerged 
from a rather hectic year end. 
While our memories are fresh from our 
experiences of the past several months 
it might be well to reflect for a few 
minutes on what possibilities there are 
or might be for the reduction of time, 
pressure and tension during such 
periods. 

We have all, in some manner or 
other, endeavored in our own way to 
minimize the amount of work to be 
done on year-end audits. While this 
paper does not purport to consider all 
possibilities of such time reduction, it 
will endeavor to elaborate on a few 
important possibilities by means of ex- 
tension of our usual interim audit pro- 
cedures. 

Let us now consider the following six 
possibilities : 

1. Confirmation of accounts receiv- 

able and accounts payable. 


2. Observation of physical inventory 
taking, 
3. Limitation of audit detail work. 


+, Preparation of various analyses, 
schedules, etc. 
5. Internal control review. 





Hyman D. Ktein, C.P.A., has 
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ber of our Committees on Monthly 
Audits and on Accounting Proce- 
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B.C.S., LL.B., and LL.M. from 
New York University and is also 
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with the firm of Seidman and Seid- 
man since 1933. 











1947 


6. Instructions to client’s bookkeep- 
ing staff. 


Confirmation of accounts receivable 
and accounts payable 


In a good many instances it is en- 
tirely feasible and desirable to confirm 
accounts receivable and accounts pay- 
able on interim examinations one, two 
or several months prior to the year end, 
or it may be done piecemeal through- 
out the year. Moreover, the use of such 
confirmations carries with it the sur- 
prise element which is most frequently 
lost on year-end confirmations. The 
procedure is exactly the same as it 
would be on the year-end. A word of 
caution however, 1s necessary. If at the 
year-end the auditor is suspicious of 
irregularities or inaccuracies, or if the 
interim confirmations cast a reflection 
on the accuracy of the receivable and 
payable records, then by all means it is 
incumbent on the part of the auditor 
to confirm anew at the year-end. In the 
usual case, however, this is generally 
unnecessary. 

We must also remember that outside 
confirmation is only supplementary to 
our regular audit procedures and not 
in substitution thereof. Hence on the 
year-end the auditor will still have to 
perform the various’ audit steps with 
reference to the receivables and pay- 
ables. However, he will have saved 
the time he would ordinarily have had 
to spend on instruction, mailing and 
checking of verification replies, which 
is not inconsiderable. 


Observation of physical inventory 
taking 
Observation of the taking of physical 
inventory is a requisite of standard au- 
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dit procedure if an unqualified opinion 
is to be rendered. Generally this step 
is performed at the year-end at a cost 
of considerable time to both the client 
and the auditor. Where a perpetual 
inventory system is maintained it is 
possible to observe the taking of a por- 
tion of the inventory on each interim 
examination and compare it with the 
perpetual inventory records. Thus, 
throughout the year the accuracy ot 
the records will be completely tested 
and the auditor will be able to deter- 
mine whether he can place sufficient 
confidence in them without having to 
observe a complete count at the end 
of the year, In addition this procedure 
presents a distinct advantage to the 
client. It permits him to take his in- 
ventory with a minimum of confusion 
and loss of production. He may be able 
to avoid shutting down his plant as is 
generally necessary in a year-end in- 
ventory count. 

It has frequently been suggested that 
where perpetual inventory records are 
not maintained it is possible to take 
physical inventory a month prior to the 
close of the vear and then adjust the 
year-end figure by means of the gross 
profit ratio giving consideration to pur- 
chases and sales during the last month. 
While this procedure will in all proba- 
bility give a satisfactory estimate of 
the inventory at the end of the year, 
it will result in a figure that cannot 
be substantiated. For this reason it is 
not recommended as an end of the vear 
time saving factor, 


Limitation of audit detail work 
Where on interim examinations the 
auditor has performed the audit detail 
and has satisfied himself as to the ade- 
quacy of internal control and the ac- 
curacy of the records and bookkeeping 
personnel it should be possible for him 
to limit his work on detail on the vear- 
end examination. A general review 
should be sufficient to satisfy him as to 
the accuracy of the records and trans- 
actions. Of course anything unusual 
would require further scrutiny. The 
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auditor must, of course, use his own 
judgment as to what would satisfy him. 
He may find it entirely satisfactory to 
dispense with the vouching of pur- 
chase invoices, but might nevertheless 
feel it necessary and desirable to vouch 
sales. He might think it satisfactory to 
just review the cash receipts and dis- 
bursements but essential to check out 
the bank reconciliations. The time re- 
duction factor requires the use of sound 
judgment and common sense. 


Preparation of various anaylses, 
schedules, etc. 


On interim examinations the auditor 
should attempt to build up the various 
analyses and schedules necessary for 
his working papers at the end of the 
year. As a matter of fact he should 
endeavor to use the client’s personnel 
insofar as practicable, to build up this 
data. Proper instruction during interim 
examinations should permit the book- 
keeping staff to compile such cumula- 
tive schedules as fixed assets, insurance, 
taxes, drawing accounts, etc. The audi- 
tor can check out these schedules on 
his interim examinations. Thus at the 
year-end most of this work will be com- 
pleted. 

Similarly, throughout the vear the 
auditor may examine pertinent data 
that are generally left to the closing. 
He may review the minutes of stock- 
holders’ and directors’ meetings, treas- 
ury department reports, unusual tax 
problems, etc. so that these matters will 
be disposed of during the year. 

When the auditor is called upon to 
prepare the personal tax returns of the 
client’s officers, he can utilize his in- 
terim visits to compile the data with 
respect to income and deductions, par- 
ticularly in respect to security transac- 
tions and realty operations. 

Another end of the year time saving 
device involves the preparation of skele- 
ton reports and tax return schedules. 


Internal control review 


The auditor in the opinion of his re- 
port states that he has reviewed the 


October 








94 











Reduction Year-End Audit Time Through Extension Interim Audit Procedures 


client’s system of internal control. He 
also recognizes that the system of in- 
ternal control regulates the scope of his 
audit. It is therefore apparent that on 
interim examinations it is necessary and 
desirable to review that phase. It is a 
simple matter when performing the 
audit detail of the various phases of 
operations to study the client’s internal 
control procedures. To do this will 
serve as a guide to the efficiency not 
only of the client’s system but also as 
to the audit. We recognize that to un- 
dertake a complete study at any one 
time might be time consuming, but if 
spread throughout the vear, while in the 
course of interim examinations, such 
time will not be significant. Measured 
in terms of time conservation at the 
year-end, however, it will be a consid- 


erable saving. 


Instructions to client’s bookkeeping 
staff 


In addition to the various schedules, 
analyses and other data that the client’s 
staff can compile, as indicated previ- 
uisly, the auditor may utilize his in- 
terim examinations as a vehicle for in- 
struction of the client's staff. He may 
have them compute various types of 
accruals and deferrals, depreciation, 
etc., so that on the closing engagement 


the client's staff may have this informa- 
tion all ready for the auditor, It is a 
much easier job to check such figures 
than to prepare them in the first in- 
stance. He might even instruct them to 
place such adjustments on the books. 

The auditor is also in a position, par- 
ticularly on the last interim examina- 
tion preceding the end of the year, to 
instruct the client’s staff with respect 
to preparation of various verification 
forms and letters, and with respect to 
the arrangement of various forms and 
records, such as insurance policies, 
vouchers, bank statements, cost and 
market pricing data for inventory valu- 
ations, etc., so that they are available for 
the auditor’s use and reference in the 
most efficient way. 

The client's staff may. be instructed, 
by means of a chart of accounts, so to 
arrange the trial balance that the prepa- 
ration of the report and tax returns is 
facilitated. 


Conclusion 


In conclusion it must be said that re- 
duction of year-end audit time through 
the extension of interim audit pro- 
cedures is dependent on the auditor's 
judgment, his confidence in and expe- 
rience with the client’s system of in- 
ternal control, the client’s personnel, 
and the cooperation of the client. 








The Auditors Responsibility tor 
Monthly Reports 


By SterHen Cuan, C.P.A. 


lige question has been raised, 
whether any minimum or basic 
audit procedure must be observed be- 
fore a Certified Public Accountant is 
justified in releasing financial state- 
ments on his letterhead. 

I have divided this topic into two 
sections, first, the responsibility as- 
sumed in the course of our work, and 
second, suggested minimum audit pro- 
cedures. 

The certified public accountant 
usually has a responsibility both to his 
client and to the public. Some account- 
ants submit monthly interim financial 
statements merely in pencil on work- 
sheets, others type them on plain paper 
without the accounting firm’s name ap- 
pearing thereon. The accountant’s re- 
sponsibility in such cases is usually 
limited to the clent he served. How- 
ever, if the accountant’s name appears 
either on the cover or on the stationery, 
there is an implied indorsement, and 
some responsibility to the public may 
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be created. This subject is referred to 
in Robert H. Montgomery's book 
“Auditing Theory and Practice” (on 
page 601) as follows: 

“The preparation of a balance sheet trom 
books of accounts without examination is 
well within the scope of an auditor’s serv- 
ices... . Nevertheless, a statement issued 
in the cover of an accounting firm, even 
though without a report or opinion or any 
statement as to the work done, may create 
the impression that it has the indorsement 
of the auditor. Inexamined state- 
ments for which the auditor takes no re- 
sponsibility and preliminary  statemenis 
which are subject to change, should be sub- 
mitted on plain paper without the auditor's 
watermark or letterhead and, if bound, 
should be in plain covers not bearing the 
auditor’s name.” 





Statement Qualification: 

As to the qualifiaction of statements 
rendered on the auditor's stationery 
there are two points to be observed: 








(1) The statements should clearly 
indicate in the heading or by footnote, 
the absence of verification by direct cor- 
respondence and physical inventory 
taking. 

(2) Ifa letter or comments are sub- 
mited with such financial statements, 
no “opinion” or “certificate” paragraph 
should be included, no matter how 
qualified. 

The issuance of monthly or annual 
statements to clients, based on a re- 
stricted examination, without indicat- 
ing that the audit has been incomplete. 
is improper. It is important that every 
such financial statement which leaves 
vour office be properly qualified, even 
though you do not sign it, since you 
cannot control the use of these state- 
ments after they leave your office. 

A general qualification may be ex- 
pressed in the form of the following 
footnote: 

“This balance sheet has been prepared 
without verification of assets or liabil 
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by direct correspondence or inspection, and 
the inventory reflected thereon is stated at 
the figure submitted by the management.” 


Some accounting firms add the fol- 
lowing footnote to every unverified in- 
terim financial statement they prepare: 

“This statement has been prepared for 
the management’s guidance and is subject 
to vear-end adjustments and direct verifi- 
cation.” 


Your report may include, for pur- 
poses of comparison, prior year’s un- 
audited figures; or you may accept 
certain statistical data for inclusion 
with the financial statements. It is sug- 
gested that in all such cases the respec- 
tive financial statements or schedules 
be footnoted to the effect that the data 
is presented without audit or verifica- 
tion. 


Legal Responsibility : 

Mr, W. D. Rich in his book ‘Legal 
Responsibilities and Rights of Public 
Accountants” states (Pages 17 and 
18): 

“It is the auditor’s duty to inquire into 
the soundness, not merely the mathematical 
accuracy, of the figures included in the 
balance sheet... . The auditor must rea- 
sonably test the genuineness of the repre- 
sentation and amount of each item on the 
balance sheet.” 


An English court decision (London 
and General Bank) rendered in 1895 
stated, ““A person whose duty it is to 
convey information to others does not 
discharge that duty by simply giving 
them so much information as is cal- 
culated to induce them to ask for more.” 

Robert H. Montgomery, in an ad- 
dress delivered in 1933 (International 
Congress on Accounting held in Lon- 
lon) said: 

“The scope of the employment cannot be 
determined simply from the compensation 
paid, though in a doubtful case the amount 

' compensation would be some evidence 
ot the character of employment. An auditor 
may undertake to perform for one hundred 
rs, work for which the reasonable com- 
pensation is one thousand dollars. He will, 
nevertheless, be held to have agreed to ex- 
ercise the skill of his. calling in the work 
which he agreed to do.” 






ie 


Auditing Standards: 

Sound auditing and accounting prin- 
ciples apply equally to small and large 
engagements although the method or 
extent of their application may differ. 
It is important, both for the small and 
large practitioner, to conform to the re- 
leases of The American Institute’s com- 
mittees on auditing and accounting 
procedure, and to be cognizant of the 
accounting releases of the Securities 
and Exchange Commission. Definite 
standards of accounting and auditing 
are being evolved and codified, and it 
will be the responsibility of each prac- 
titioner to justify any departures from 
these standards. 


Rendering an Opinion: 

Rule 5, of the by-laws (Article 
XVIII) of the New York State So- 
ciety of Certified Public Accountants, 
states that : “Jn expressing an opinion 
on representations in financial state- 
ments which he has examined, a mem- 
ber shall be held guilty of an act dis- 
creditable to the profession if”: (and I 
summarize) (a) he fails to disclose 
a material fact necessary to make the 
financial statements not misleading, 
(b) he fails to report any material mis- 
statement, (c) he is grossly negligent 
in the conduct of his examination or in 
making his report thereon, (d) he fails 
to acquire sufficient information to 
warrant expression of an opinion, or 
his exceptions are sufficiently material 
to negate the opinion expressed, or 
(e) he fails to direct attention to any 
material departure from accepted ac- 
counting principles or auditing pro- 
cedure. 

This Rule 5, as you have probably 
noted, deals with so-called “certified” 
or “signed” statements, accompanied 
by the accountant’s opinion or certifi- 
cate. It would, therefore, clearly be 
improper to use the words “we hereby 
certify” or “In our opinion”, immedi- 
ately following a recital that the receiv- 
ables and payables were not confirmed 
by direct correspondence and the inven- 
tory was accepted as ,stated by the 
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management, since this would be a di- 
rect violation of the foregoing Rule 5d, 
because the exceptions negate the opin- 
ion. 


Relation to Credit Grantors: 

We should note that the bulk of the 
credit grantors and banks in the New 
York fur, dress, textile and allied lines, 
rely on a once-a-year certified report 
and, during the remainder of the year, 
grant credit based on monthly or in- 
terim statements. Even if only in tele- 
phone conversation, your interim re- 
ports are thus circulated among the 
clients’ creditors. 

In order to avoid major differences 
between the interim and year-end fig- 
ures, it is important that major ac- 
cruals, depreciation and taxes be 
properly reflected. 

Most of you have probably received 
monthly telephone requests from credit 
grantors in these trades, for “trial bal- 
ance” figures. The accountant may ac- 
cept a greater responsibility than he 
realizes, in submitting this data, and, 
in my opinion, these figures are often 
of doubtful value to the creditor. A 
trial balance, in the majority of smaller 
businesses, does not include accruals, 
month-end purchases, taxes, reserve for 
discounts, and other items which may 
materially affect the operating results. 
I believe it is better not to submit any 
information, than to submit misleading 
figures. 

The telephoning credit agency often 
asks for the accountant’s opinion as 
to the desirability of the credit risk. 
The accountant should furnish accurate 
figures, but it is the creditor’s function 
to pass on the risk, and the accountant 
is ill advised if he assumes this addi- 
tional responsibility. 


Minimum Audit Program: 

In the formulation of minimum au- 
diting standards, lies the danger, that in 
attempting to so regulate the profes- 
sion, we may remove the practitioner’s 
independence of judgment or action. 
We must also realize that two audi- 
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tors, each observing the same desig- 
nated series of audit steps, will spend 
different amounts of time and achieve 
different results. It should therefore 
be understood that it is not the pur- 
pose of this paper to attempt to stand- 
ardize the practice of public account- 
ancy or to prescribe a uniform audit 
program for all clients. 


In my opinion the following pro- 
cedures represent the minimum we 
should do in the way of auditing, before 
submitting even qualified, uncertified, 
interim financial statements on our 
letterheads, in cases where credit grant- 
ors, trade sources or other outside in- 
terests will have access, directly or 
indirectly, to the figures submitted to 
the client. 

You will note that some of the steps 
are purposely stated in general terms, 
since their scope and depth will vary 
in accordance with the degree of in- 
ternal control, type of business, fre- 
quency of audit, etc. 

It has been assumed that, since we 
are discussing monthly engagements, 
the auditor has previously reviewed the 
adequacy of the bookkeeping system 
and internal control. 

(a) Reconciliation of bank balances, 
vouching of cancelled checks, and 
tie-up of cash receipts with deposits. 
(If a separate payroll bank account is 
maintained, reconciliation and_ test- 
vouching of payroll checks. ) 

(b) Count and reconciliation of 
petty cash if the fund or its activitiy is 
material. (If inconsequential, petty 
cash may be reconciled two or three 
times a year instead of each month.) 


(c) Comparison of the totals re- 
flected by accounts receivable and pay- 
able schedules prepared by bookkeeper, 
with the general ledger control account 
balance. Scrutiny and footing of sched- 
ules and test-ageing of larger receivable 
balances. 


(d) Comparison of accounts payable 
balances with available creditors’ state- 
ments. 
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The Auditor's Responsibility for Monthly Reports 


(e) Test-vouching of larger bills for 
purchases of inventory, fixed assets, in- 
surance, etc., and scrutiny of cash and 
purchase journals. 


(f) Test-footing of selected col- 
umns of the cash, purchase and sales 
journals. 


(g) Scrutiny of general journal en- 
tries. 


(h) Checking of postings from jour- 
nals to general ledger. 


(i) Footing general ledger accounts 
and taking off a trial balance. 


(j) If perpetual inventory records 
are maintained they should be scrutin- 
ized and test-checked. If no records are 
available, but the gross profit of your 
client is relatively stable, the gross 
profit test should be applied to any in- 
ventory figures submitted by the man- 
agement. 

(k) Preparation of workpaperadjust- 
ing entries for depreciation, unexpired 
insurance, taxes, expenses and salaries, 
regular year-end bonuses, discounts, 


etc., if not recorded in the books. (May 
I point out that there is little excuse for 
hastily prepared statements bearing a 
legend “subject to year-end accruals”. 
That type of work will lead to diffi- 
culties with both clients and credit 
grantors. Also, in these days of high 
taxes, it is important that income, fran- 
chise, gross receipts and payroll taxes 
should be accrued. Do not submit a 
statement reflecting a “net profit before 
income taxes”. This phrase is in itself 
a contradiction, since you cannot have 
a “net” profit without providing for all 
deductions. ) 


(1) It is probably not necessary to 
announce that certain lines of business 
are experiencing a slight recession. 
Especially for clients in those lines, it 
is important that the auditor scrutinize 
the adequacy of the bad debt reserve 
and the conservativeness of the inven- 
tory pricing. A small concern: can fail 
rapidly; it is therefore necessary to 
maintain a close check on interim re- 
ports and not to await the year-end 
audit before setting up proper reserves. 
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Sampling and Internal Control on 


Non-Detailed Monthly Audits 


By Kermir J. 


HE need for a complete detailed 
eee is quite rare in the normal 
erations of large or small businesses. 

Ithough a client may often desire 
such an audit, this in itself does not 
necessarily establish a need. Where, 
however, a detailed audit is required 
by the client, and the fee which he is 
willing to pay is adequate to cover 
his requirements, such an audit may 
be made. 

A business enterprise with a good 
system of internal control does not 
necessarily require a detailed audit 
of its transactions by independent pub- 
lic accountants. It must be recognized 
that some internal control exists every- 
where, no matter how small the enter- 
prise may be. Owner-review may of- 
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ten be more dependable, and more ac- 
ceptable to accountants, than a review 
Further, bookkeepi 


by employees. 1g 
machines and other equipment hel; 
office staff in double checking. 

In the development of a program 
for an interim audit not of the com- 
pletely detailed variety, the accountant 
must continually be aware of the sys- 
tem of internal control and audit, and 
the several bases for sampling tests 
to be made throughout the vear. 

It is basic that the scope of the audit 
must be predicated upon the compara- 
tive strength of the internal control 
system in effect, with appropriate rec- 
ognition of the desires of the client 
In order to reduce routine audit detail, 
to eliminate unproductive audit time, 
and to provide for important non-audit 
procedures, sampling methods must be 
introduced. 


The Theory of Sampling 

The theory of sampling, which per- 
mits an auditor to apply this method 
to his work, is this: samples properly 
taken will provide the basis upon which 
a generalization may be predicated con- 
cerning the characteristics of the en- 
tire group. When samples are chosen 
with care, in such a way as to give 


each representative item an equal 
chance of being chosen, then the results 


of the detailed examination of the sam- 
ples should indicate the general trend 
of all the items in the group being ex- 
amined, 

\udit test-checking is not necessari- 
ly statistical sampling. Sampling 1s 

plied on a scientific basis, while test- 

iecking may not be. All too often. 
an auditor will select periods for a re- 
examine 


a 


a | 
view of operations, or will 
sections of asset accounts, which can 
not provide a satisfactory picture of 
the client's affairs, or his methods of 
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Sampling and Internal Control on Non-Detailed Monthly siudits 


doing business. For instance, if the 
\-D section of accounts receivable is 
examined, while all the large accounts 
are in N-S, then the accounts receivable 
test-check is not of much importance 
or validity. An efficient test audit re- 
quires the application of sound statis- 
tical methods. 

In establishing an audit program for 
a non-detailed monthly audit, a choice 
must be made by the auditor with re- 
spect to the type of sampling which he 
will employ. 

The following types of sampling 
are generally applicable to monthly 
audits : 

Simple random sampling is normally 
used in statistical analysis when each 
item is found in equal proportion to all 
other items. The choice of the items 
must be so controlled as to give each 
item in the group an equal choice of be- 
ing selected. (The word “controlled” 
is used to differentiate random sam- 
pling from the popular concept of the 
term “random” which implies a care- 
less, hit-or-miss selection.) For exam- 
ple, in an audit of perpetual inventory 
records, each card should reflect the 
same internal procedure and, accord- 
ingly, those selected for review may be 
selected at random. 

Stratified random sampling may be 
employed where there are certain 
known characteristics of the group. Ac- 
counts receivable are a good example 
of the type of data to which stratified 
sampling may be applied. The accounts 
are divided into dollar groupings. All 
f those above $1,000 are examined, 
50% of those between $500 and $1,000 
are examined, and 25% of those be- 
tween $100 and $500, etc. 

Again, sampling may be purposive 
that is, only certain items are selected 
ior sampling purposes. For example, 
an auditor on an annual engagement 
might choose the first, fourth and last 
months of the year for detailed review, 
because of his belief that these are im- 
portant periods, and will provide him 
with essential information. 





On an engagement the auditor is fur- 
ther faced with a selection between 
“unit-item” sampling and “wnit-period” 
sapling. The former method would 
be used where an examination is made 
of an account which is static in terms 
of time as, for example, accounts re- 
ceivable, inventories, investments, etc., 
which exist in a definite amount at a 
definite time, If days were stacked side 
by side, the sampling would consist of 
a vertical slice through one day. The 
unit-period method of sampling is gen- 
erally applicable to those accounts 
which move through a period of time— 
for example, income and expense ac- 
counts, which have a constant growth 
from the beginning to the end of a 
period. The sampling slice here would 
be horizontal. 


Examining Internal Control 
Methods 


The nature of the audit program and 
the extent of the sampling to be applied 
is dependent upon the system of in- 
ternal control which exists in the enter- 
prise. The extent of sampling should 
vary inversely with the effectiveness of 
the system of internal control in effect. 
The better the control, the fewer the 
samples which need to be taken by the 
accountant. The interdependence of 
sampling and the value of the internal 
control system can not be under-esti- 
mated. 

In checking internal control on a 
non-detailed monthly audit, the auditor 
is well advised to make use of an in- 
ternal control check list. By the use of 
a check list, assurance is given that the 
transactions of an enterprise are re- 
viewed periodically. The lists indicate, 
by specific questions, the steps which 
should be present in a complete internal 
control set-up and require yes or no 
answers. Although staff accountants 
may be competent, it is highly possible 
that some of the many details of internal 
control may be overlooked on an en- 
gagement, and the nature of the check 
list questions and answers will indicate 
immediately where sampling may be 
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safely applied and where it should be 
carefully considered. Comprehensive 
check-lists as described are available 
in several publications, and may be ad- 
justed to fit individual cases. 

The check list should be so sub- 
divided that all of the prescribed pro- 
cedures are reviewed at least once each 
year and more often,*if changing situa- 
tions in the client’s office so warrant. 
The internal control review should be 
co-ordinated with the sampling applied 
on the engagement. Where it is found 
that the internal control procedures 
have not been maintained properly or 
where the sampling discloses errors 
indicating an unsound condition, then 
an extension of the sampling to an ex- 
tent of even 100% may be warranted. 

On a monthly non-detailed audit en- 
gagement, internal control may be re- 
viewed as follows: 

Frequency 

Item of Review 
(1) Cash and petty cash Semi-annually 
(2) Payrolls Semi-annually 


(3) Notes and Accounts 

Receivable \nnually 
(4) Sales Semi-annually 
(5) Inventories Annually 


(6) Purchases and Ex- 
penses \nnually 
7) Notes and Accounts 


Payable Semi-annually 


(8) Investment Securities Annually 
(9) Fixed Assets Annually 
(10) Capital stock, ete. Annually 
(11) General Review Annually 


The Establishment of Sampling 
Quotas 


In establighing the extent of sampl- 
ing, the first step must be a complete 
review of all internal control procedures 
to determine existing weakness in the 
system. It must ‘be understood that 
where adequate internal control does 
not exist. there must be heavy reliance 
on “faith”, if sampling procedures are 
to be followed. Often enough, the ac- 
counting staff of a client on a monthly 
audit basis is quite small. In such in- 
stances, if it is necessary. to apply 
sampling, the auditor’s discretion must 
be stretched to the utmost in the de- 
termination of the safety factor point. 
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In establishing the extent of sampling, 
increased audit emphasis must always 
be placed on uncontrolled transactions. 

When error is discovered in audit 
samples, the auditor cannot assume that 
the type of error discovered will appear 
in similar proportions in those trans- 
actions which were not sampled. For 
example, suppose that in the process of 
test-checking, the auditor discovers a 
certain percentage of error in vouchers 
payable—let us say that in the three 
months out of the year, selected for 
sampling, a total amount of vouchers 
payable of $100,000 was entered and 
that there were 100 vouchers in the 
period. If errors totaling $3,000 were 
found on two vouchers, the auditor can- 
not conclude definitively that there was 
a 3% error in the total amount of 
vouchers payable throughout the vear, 
or that errors appear on 2% of the 
total physical numbers entered during 
the year. The discovery oi error in the 
sample can only indicate to the auditor 
that further examination may be neces- 
sary of the transacations not reviewed. 
Errors discovered, as in the foregoing 
instance, may represent a trend—and 
then again they may not. Accordingly, 
a more complete review of that cate- 
gory of transactions, in which the’ er- 
rors were disclosed, is called for. In 
auditing, there is a definite restriction 
on the statistical theory that random 
samples indicate the characteristics of 
a group. 





Again, samples to be examined may 
be further restricted by determining 
that point at which error becomes sig- 
nificant. Any sampling of transactions 
then may be further stratified by a dis- 
regard of minor transactions. For ex- 
ample, where vouchers payable average 
$500, it might be assumed that any 
voucher up to $50 will not be significant 
in the operations of the company. Ac- 
cordingly, most of such vouchers are 
ignored in the sampling process. Only 
enough of them are reviewed to provide 
for an over-all audit. 

“Purposive’” sampling is generally 
utilized on yearly examinations. For 
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Sampling and Internal Control on Non-Detailed Monthly. Audits 


example, the first and last months may 
be examined in order to detect fraud 
committed or covered up in those per- 
iods, or the periods of greatest activity 
may be examined. This same procedure 
may be applied on a monthly engage- 
ment. Sales may be examined in detail 
for only one month out of three. How- 
ever, if sales are most active in the 
middle period of the month, then the 
sales for two months out of three may 
be examined, but for only the middle 


Item Method 
Deposit Slips 
Cancelled Bank Vouchers 
Bank Reconciliations 
Cash Expenditures 
Bank Statement 
Receivables 
Payroll 
Inventories 
Investments and Income 
Therefrom 
Payables 
Purchases and Expense 
Vouchers 
Sales and Return 
Footings and Cross 


Footings 


Unit-Item 
Unit-Period 
Unit-Period 
Unit-Period 
Unit- Period 
Unit-Item 
Unit- Period 
Unit-Item 


Unit-Period 
Unit-Item 


Unit-Period 
Unit- Period 


nit- Period 


nit-Period 

Fixed Assets nit-Period 
Sampling on a monthly engagement 
may be made a perfectly feasible opera- 
tion, However, in order to introduce 
this audit method, the accountant must 
make every effort to introduce a com- 


Ur 
Ur 

Postings Unit-Item and 
C" 
C 


two weeks of each of those two months. 

If it is possible to pre-determine the 
total number of possible errors in any 
group of transactions, application may 
then be made of the percentage of eco- 
nomic random samples which were 
developed by Mr. Prytherch and which 
were presented by him in the Journal 


- of Accountancy for December, 1942. 


There follows a table of my sugges- 
tions for samplings in a moderate- 
sized enterprise. 


Percentage 
Check 

15-40% 
100% 
100% 
100% 
100% 
10-50% 
100% 


5-20% 
100% 
10-50% 


100% 
100% 


nit-Item and 


100% 


100% 
100% 


1 
i 


Months of 
Examination 
All 
All 
All 


Jan., Apr., July, Oct. 
Feb., May, Aug., Nov. 
Each Month 

Mar., June, Sept., Dec. 
Each Month 


June, Dec. 


Each Month 
Alternate months 
Alternate months 
Jan., Apr., July, Oct. 


Feb., May, Aug., Nov. 
June, December 


ete system of internal control, and 


must review his sampling procedures 


to insure that errors of weighting do 


not creep into his test-check selections. 
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Some Aspects of Cycle Billing 


By Georce A. GREENBERG, C.P.A. 


+ YCLE billing 1s, in essence, a proce- 
dure in which statements to cus- 
tomers are prepared and mailed on a 
stagger system, and in which customers’ 
accounts are posted only once each 
cycle period. This is not a new con- 
cept. For many years, some public 
utilities, banks and similar large institu- 
tions with numerous customers, have 
employed this procedure to avoid end 
of the month peaks in the preparation 
of customers’ statements and resulting 
peaks in collections and bookkeeping 
work. Within the last few years, the 
concept of cycle billing has been adopted 
by many establishments. For example, 
retail selling organizations and depart- 
ment stores have begun to utilize cycle 
billing in connection with their accounts 
receivable and credit departments. 
The growth of the use of cycle bill- 
ing was accelerated by the manpower 
shortage during the war years, and 
the increase in sales volume in the post 
war period. There is also the ever pres- 
ent desire to improve customer relations 
by more expeditious credit procedures, 
and more accurate and efficient handl- 
ing of customers’ accounts. The need 
for such a system will become even 
more pressing in the future. There is 
a growing demand for consumer goods, 
and the practice of buying on credit 
is becoming more widespread with the 
lifting of government regulations and 
the decrease in the ‘“‘ready cash’ buy- 
ing power of the average family. As 
radios, washing machines, refrigera- 
tors, furniture and other heavy con- 
sumer goods become available for sale, 
the accounts receivable and_ credit 
rosters of the department stores will 
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grow even further. Ex-servicemen who 
do not have sufficient savings with 
which to purchase these items, and the 
average family which does not desire 
to dissipate its war time savings or 
cash in war bonds, will tend to make 
these purchases on credit. With the 
increase in the availability of consumer 
goods, and the resulting sharpening of 
competition, management is also re- 
minded that costs must be trimmed to 
aid in profitable operations. The pro- 
ponents of cycle billing claim that this 
method cuts costs because less floor 
space is needed’ for equipment, person- 
nel is reduced, and in addition, many 
skilled, high-priced employees are re- 
placed by less skilled emplbyees. 
Before attempting to evaluate cycle 
billing and to discuss audit procedures 
in this connection, it is necessary to 
indicate the structure of a typical cycle 
billing installation. In a department 
store which uses this method, the charge 
accounts receivable are divided into 
cycle groups, based on an alphabetical 
breakdown, and each cycle group is 
controlled separately. Billing dates are 
assigned to each group and are spaced 
evenly throughout the month. When 
an account is opened, a complete cus- 
tomer’s file is prepared. This includes 
a customer’s transcript card which pro- 
vides space for the customer’s name, 
address, references, credit limit and 
signature. The card is also a ledger 
card in that it provides for the posting 
of the total sales, credits and cash pay- 
ments for each cycle period and tor 
the balance after the total postings are 
made. Attached to each card is a 
pocket-like arrangement in which the 
sales, credits and cash payment tickets 
are filed. After completion, the card is 
assigned to a cycle group, and is filed 
among this group of customers’ ac- 
counts in alphabetical order. The card 
is also assigned a control group num- 
ber to facilitate filing of materials. Eacl 
customer is supplied with an identifica- 
tion plate, which includes the control 
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num er, and which is pr. lg on each 
sales ticket by the sales clerk. 

sales tickets and credit 
sent to the sales audit de- 


daily 


ticketS are 





partment and are processed in the usual 
manner. Daily totals are accumulated 
accor to ae clerk and depart- 
ment, the tickets are then analyzed 
and totalled as to type of sale, as, for 

charge, cash, C.O.D. or lay- 

fter this is done, the charge 


credit tickets are separated 
respective cycle groupings 
are fine sorted into alphabetical ar- 
rangement within each group. Adding 
tapes are taken of each group 
totals of these are compared 
figures as determined on a 
yasis by the sales audit. The 
tickets feel adding machine _— are 
then sent toa control desk, and the con- 
trol clerk posts the daily totals of sales 
and credits to cumulative ledger con- 
trol sheets for each cycle group. Daily 
combined totals of all cycle controls 
are balanced with the storewide daily 
totals to prove that all tickets were re- 
ceived by the control clerk. After the 
totals have been proved, the tickets are 
distributed to the account clerks and 
stuffed, into the respective cus- 
control pockets. 

are handled in sub- 
manner. The sec- 
s bill which is sup- 
customer 
cash 
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ticket. Ii the customer does not return 
his ticl the cashier prepares one. 
rhe ‘et indicates the customer’s 
name, address, cycle control number 
and amount paid. At the end of the 
day, the cashier separates these tickets 
into their various cycle control classifi- 
cations. The tickets are arranged — 
beti within each cycle group and 





are totalled on an adding machine ene 
f > are sent to the control clerk who 
total collections on the 
lative ledger control sheet for each 
roup. The total of such post- 
the control cards is compared 
- cashier's daily report to prove 
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that the control clerk received all cash 
payment tickets. The tickets for each 
evcle group are then distributed to the 
account clerks for stuffing into the cus- 
tomers’ file. 

Where errors in sorting or filing are 
detected, a transfer slip is prepared 
indicating the control in which the 
ticket appeared, and indicating the con- 
trol in which it should be filed. The 
transfer slips are sent with the misfiled 
tickets to the control clerk, who makes 
the appropriate entries on the control 
cards for the cycles in question, and 
gives the tickets to the account clerks 
for correct filing. 

As the clerk places sales, returns, 
and cash tickets into the customers’ 
file, she sets visable, movable signal 
tabs on each card which indicate the 
approximate balance of the account up 
to the last ticket filed, and an ageing 
of the unpaid balance. In this manner, 
the credit department has current in- 
formation available to assist in deter- 
mining individual credit procedures. 

At the end of each cycle period, the 
addressing department prepares bill 
heads for each customer in that cycle 
group from addressograph plates which 
were prepared when the accounts were 
opened. The customers’ transcript 
cards and posting media (sales, credit 
and cash tickets) are removed from the 
account pockets and are stacked in se- 
quence beside the billing machine 
operator for posting. Every account on 
which the transcript ledger shows an 
unpaid balance, or for which there are 
posting media in the pocket, is pulled. 
The pre-addressed bills are placed next 
to the transcript cards, and stacked in 
the same sequence. If a bill has been 
missed or a change -not made by the 
addressing department, the machine 
operator inserts a blank bill form, types 
the heading from the ledger and pro- 
ceeds as usual. The appearance of a 
tvped heading on the proof journal is 
a signal to have the addressing plate 
ready for ‘hee next billing. 

The billing machine operator places 
transcript 


the customer’s bill and the 
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ledger side by side in the machine. She 
picks up the old balance from the 
ledger card and enters it on the bill. 
She then enters the money amounts of 
all sales, credits and cash payments on 
the bill in the appropriate columns from 
the posting media. The machine auto- 
matically totals these items, brings 
down the new balance on the customer’s 
bill and then swings over to the ledger 
card and enters the cycle period’s total 
sales, credits and cash payments, and 
records the new balance. While this 
operation is in process, the machine is 
accumulating classified totals of old 
balances, sales, credits, cash payments 
and new balances. After all accounts 
in the group have been billed, the 
machine is cleared, and the total of the 
account balances is compared with the 
balance as shown by the cumulative 
control ledger sheet. Errors in posting 
can be localized by comparing the open- 
ing balances on the proof journal to 
the closing balances of the previous 
month’s journal, and by comparing the 
totals of sales, credits and cash postings 
as recorded on the billing machine’s 
tape to the totals as posted on the 
cumulative control ledger sheet. 

After this operation is completed, the 
bills and posting media are photo- 
graphed on microfilm. The original 
tickets are attached to the bills and sent 
to the customers and the customers’ 
transcript cards are replaced in the files. 

Is cycle billing a passing fad born 
of war time necessity, or is it an inno- 
vation in accounting procedure which 
has merit and which will become a 
permanent addition to modern record 
keeping? This is not a question of fact, 
and cannot be answered by yes or no. 
However, we can form an opinion by 
comparing some of the advantages and 
disadvantages of cycle billing and by 
taking cognizance of what management 
thinks of it. If the use of cycle billing 
continues and becomes more prevalent, 
the independent public accountant will 
encounter this system more frequently 
and it is incumbent upon the accounting 
profession to establish accepted and 
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uniform procedures and terminology 
for the verification of accounts receiv- 
able handled in this manner. 

Many articles have been written 
about cycle billing installations by rep- 
resentatives of department store man- 
agement in the Bulletin of the National 
Retail Dry Goods Association and sim- 
ilar publications. In the majority of the 
articles which have come to our atten- 
tion, the writers have been enthusiastic 
about their experience with cycle billing 
in their own stores. Many of them in- 
sist that cycle billing is a desirable 
operation for small as well as large 
stores. The following are some of the 
more salient advantages of cycle billing, 
upon which most of the writers are in 
general agreement. 

The work of the bookkeeping, cash- 
iering, collection and credit offices is 
spread over the entire month. End of 
the month congestion and confusion in 
balancing all the ledgers and mailing all 
the statements is eliminated. Due dates 
of bills are spread over the month, 
which means a more even flow of pay- 
ments into the cashier’s office. Bill 
claims are reduced because the cus- 
tomer gets the original sales ticket with 
the bill. Whatever bill claims do arise 
are distributed over the month. Fewer 
employees are required and scheduling 
of work is simpler. In most instances 
there is a material reduction in the 
costs of operation of the bookkeeping, 
cashiering and mailing departments. 
Mailing of advertising material with 
bills throughout the month affords 
more uniform customer traffic to selling 
departments. 

Balanced against these advantages 
are several objections which may be 
raised. Unlike ordinary systems, the 
posting media are not entered on the 
customers’ accounts day by day but re- 
main in the customers’ files until the 
end of the cycle period. Therefore, if 
a ticket is lost or removed from the files 
after stuffing, such loss may go unno- 
ticed until the end of the cycle period 
when it is more difficult to trace. Many 
installations minimize this possibility by 
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assigning trusted employees to the files 
and by setting up several cumulative 
controls within each cycle control. 
Where a punch card system is used in 
the sales audit in conjunction with cycle 
billing, missing tickets are traced very 
quickly. Objections are also encoun- 
tered because considerable expense is 
involved in the purchase of new ma- 
chines, in the changeover from the sys- 
tem formerly employed and in the train- 
ing of personnel in the new system. 

The next two objections are of par- 
ticular importance to the auditor. Ex- 
amination of the accounts is made more 
difficult because it is not feasible to ob- 
tain a detailed listing of all the account 
balances as of audit date. Secondly, 
there are some instances in which a 
current payment does not pay off the 
total previous month’s balance. The ac- 
count cannot, therefore, be aged prop- 
erly because each customer’s card 
shows only the totals of sales, pay- 
ments, etc., for the cycle period, and the 
balance may include an old, unpaid 
charge. The latter two objections will 
be discussed more fully in the following 
paragraphs which will be concerned 
with audit procedures in connection 
with cycle billing. 

It is not practicable to set forth in 
any one program, procedures which will 
fit the varying situations encountered 
on different audits. The extent to 
which the suggested steps are to be per- 
formed must be determined by the inde- 
pendent public accountant in line with 
the conditions in each individual com- 
pany. By an examination of the system 
of internal control of the company un- 
der examination, the auditor should de- 
termine the extent of each procedure. 
An examination of the system of inter- 
nal control in connection with cycle 
billing is of paramount importance, 
since some of the accepted procedures 
in the verification of accounts receivable 
have to be altered because of the nature 
of cycle billing. 

The following are some features of 
internal control which will assist the in- 
dependent. accountant in determining 
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the extent of the work to be done in 
verifying the accounts. 

1. Customers’ files should be under 
the supervision of the account clerks 
directly responsible. The files should be 
locked when not in use. If possible, the 
files should be kept in a cage or parti- 
tioned portion of the office. This is im- 
portant since the files contain unposted 
media which are difficult to trace if lost. 

2. Customers’ files should not be ac- 
cessible to persons other than the re- 
sponsible account clerk unless in the 
presence of the account clerk or the 
department supervisor. Certain em- 
ployees, especially the cashiers, adjust- 
ment clerks and incoming mail clerks, 
should not be allowed to handle cus- 
tomers’ less, except when absolutely 
necessary, and then under the super- 
vision of the responsible account clerk. 

3. There should be segregation of 
duties. The account clerks should not 
be used in any capacity in the cashier’s, 
adjustment and incoming mail depart- 
ments, and employees of other depart- 
ments should not be used to assist the 
account clerks. 

4. Employees’ accounts receivable 
should be segregated into a separate 
control. These files should be under 
the supervision of trusted employees. 

5. Daily totals of sales and credits 
are to be calculated by the audit depart- 
ment, and cash receipts totaled by the 
cashier. These should be compared to 
the totals as posted to the summary 
controls in the accounts receivable de- 
partment by a person not directly 
connected with these departments. 

6. Numerical sequence of sales 
tickets should be checked and regular 
accountings for all missing tickets made. 

7. Credits should be issued only by 
responsible personnel and unused credit 
books are to be controlled by employees 
other than those issuing or processing 
credits. In no case should blank credits 
be available to the account clerks or 
cashiers. Credits should have proper 
authorization and should also bear the 
signature of a merchandise receiving 
clerk or an adjustment clerk. 
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8. Authorization for customers’ 
charge sales should be under proper 
supervision and the store’s credit poli- 
cies should be consistently applied. 

9, When bad debts are written 
off, it should be determined that the 
action has been approved by respon- 
sible authority. 

10. Discounts should be 
the 


properly 
authorized. 

The foregoing is by no means an all 
inclusive itemization of proper internal 
control procedures. Conversely, the 
absence of any of the above controls 
in an installation does not mean that 
the system is not adequate. The pur- 
pose of mentioning these procedures 1s 
to indicate the general line of approach 
in determining the extent of the audit- 
ing work. 

Where the company under examina- 
tion has internal auditing procedures 
and an internal auditor, the independ- 
ent accountant should inquire into the 
extent of such work, and scrutinize the 
internal audit programs and the reports 
of the internal auditor. This may indi- 
cate to the independent accountant the 
adequacy of the system. In any case, 
the independent accountant should pre- 
pare a summary of differences between 
all of the cumulative ledger control 
balances and the balances billed at the 
end of each cycle period for the vear. 
An inquiry as to what attempts were 
made to determine the cause of these 
differences and their disposition may 
indicate points of weakness which then 
may be investigated in more detail. 

The following are suggested steps 
in connection with the audit of accounts 
receivable in a cycle billing installation. 

1. Examine the system of internal 
check and control, A questionnaire 
may be used to compile this information 

logical order. The information re- 
quired may be gathered from discus- 
sions with the management and em- 
ployees and observation of some of the 
store operations. Make tests of the ac- 
‘ounting records to determine whether 
such controls are being carried out 
‘oper approvals and signatures on 








sales credits, approvals of bad debt 
write-offs, etc. ). 

2. Summarize cumulative ledger 
control totals and reconcile with the 
general ledger balances at balance sheet 
date. Adjust for differences. 

3. Obtain lists of customers’ bal- 
ances open at dates nearest to the end 
of the year with the amounts classified 
according to age. In this connection, 
such lists may be for cycle periods for 
the month up to the last day of the 
year, or may consist of cycles billed 
from the fifteenth of the last month of 
the vear to the fifteenth of the following 
month. Foot these lists and compare 
them with the customers’ accounts in 
the files. Note on the lists amounts 
paid since the last date that the par- 
ticular cycle was billed. This is done 
by the examination of unposted media 
in the customers’ file. Ascertain that 
returns subsequent to billing dates are 
normal. Compare the totals of these 
lists with the cumulative controls for 
each ledger at billing date. 

4+, Examine the composition of out- 
standing balances. This step may pre- 
sent a problem since postings of sales, 
cash and credits are made by cycle 
period totals. If a previous month’s 
balance is not completely paid by a 
subsequent month’s remittance, and this 
situation continues for several months, 
it may be impossible to determine the 
composition of the account by scrutiny. 
If it does not involve material amounts 
and the account is active and is being 
paid currently, it may be safe to assume 
that current payments are being applied 
against the earliest charges. However, 
if this situation is widespread and 
occurs frequently and indicates that 
there may be substantial old unpaid 
items in the accounts, it may be neces- 
sary to have the management refer to 
the film records to reconstruct some 
of the larger of such accounts for more 
detailed scrutiny. Discuss disputed 
items and accounts that are past due 
with the credit manager, or with some 
responsible officer, and make such in- 
quiries as are deemed necessary in 
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Some y Ispects 
order to form an opinion of the worth 
of the accounts and the sufficiency of 
the reserve for bad and _ doubtful 


5. Ordinarily, correct procedure 
dictates that customers’ credit balances 
be included among the liabilities on 
the balance sheet. In a cycle billing 
system, such information may not be 
available since there is not a detailed 
listing of all customers’ balances as at 
any one date. Where this information 
is not available, scrutinize various ac- 
count listings or proof journal analyses 
for cycles billed during the year, and 
especially for cycles billed close to the 
end of the year. If such scrutiny reveals 
that credit balances are unusual and 
not material in relation to the total of 
the accounts receivable, the auditor, for 
practical reasons, may not be concerned 
ihout attempting to segregate these 
credit balances. If scrutiny of accounts 
and other inquiries lead to the belief 
that the credit balances are material, 
proper disclosure should be made in 

report. Investigate the 





the audit 
reasons for large credit balances. 

6. Determine that correct “cut-offs” 
have been made on lay-away, C.O.D. 
hold and similar accounts and ascer- 
. that if these accounts are included 
in the accounts receivable, that the 
merchandise was excluded from inven- 
tory. Determine that payments are 
being made currently on these accounts. 
If accounts of a material amount, in- 
‘uding installment sales accounts, 
mature later than one year from the 
date of the balance sheet, they should 
be shown separately thereon unless it 
is not practicable to segregate the 
portion maturing beyond a year. In 
that event, the balance sheet should 


Appropri- 
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carry an explanatory note. 


ate note should be made on the balance 


t accounts hypothecated, 
assigned or encumbered in any manner. 

7. It is sometimes not necessary to 
segregate accounts receivable which are 
lue from employees, officers, directors 
and stockholders which arise from 


rdinary and current sales of merchan- 


sneet tor 
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dise. However, there may be circum- 
stances, such as special means of pay- 
ment, larger credit authorizations than 
ordinarily would be given, etc., which 
may indicate that these accounts should 
be segregated. If this is so, and it is 
not practicable to make such segrega- 
tion, appropriate comment should be 
made on the balance sheet. 

8. Confirm the accounts by direct 
communication with the debtors. The 
method, extent, and time of confirming 
the accounts, and whether all of the 
receivables or a part thereof are to be 
confirmed will be determined by the 
judgment of the independent account- 
ant. Cycle billing affords no problem 
in this respect. It is not necessary, in 
all cases, to confirm the balances of all 
of the accounts as at balance sheet date, 
and procedure will vary according to 
the engagement. Depending upon the 
circumstances involved, test circulariza- 
tions of the accounts may be done 
during the vear ; balances at cycle dates 
nearest the halance sheet date may 
be confirmed; or verification may be 
requested on accounts being billed on 
cvcle dates ending during the course 
of the examination. 

Mention has not been made of all 
the procedures which are sometimes 
used in the examination of accounts 
receivable, since many of them are 
generally applied and do not relate 
specifically to the audit of accounts 
receivable in a cycle billing installation. 
Steps such as comparing sales invoices 
with shipping records to ascertain that 
merchandise was shipped prior to clos- 
ing, scrutiny of sales for padding, and 
others, should be taken, whether the 
accounts are on cycle billing or any 
other system. In addition, the points 
covered in this article are not intended 
to comprise a thoroughly comprehen- 
sive study of cycle billing or of the 
audit procedures connected therewith. 
They are set forth, rather, as guides 
which may be useful in understanding 
the nature of cycle billing and the prob- 
lems involved in the audit of accounts 
operating under that system. 
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The Audit of Accounts Payable 


By Rosert S. Moss, C.P.A. 


A NY discussion of the ‘audit proce- 
dures applicable in the circum- 
stances” preparatory to issuing a certi- 
fied balance sheet, must take into con- 
sideration certain recurring conditions 
which surround the year-end audit and 
influence its approach, scope and execu- 
tion, 

The foremost of such conditions is 
pressure: pressure from the client to 
issue a report as promptly as possible ; 
pressure from Uncle Sam to file a tax 
return within 75 days of the end of the 
client’s fiscal year; and pressure from 
within the auditor’s own organization 
to conclude each audit rapidly so that 
all clients will get adequate attention 
during the rush season. 

A second condition is that the client’s 
office staff and records are usually not 
completely prepared for audit, although 
the client is pressing the auditors to be- 
gin. Files are frequently not available 
or up to date, schedules and analyses 
essential to the auditor are often not 
prepared in advance by the client or are 
prepared in a form difficult to audit. 
The client’s staff, in recent years, has 
usually been under strain, making it 
difficult for them to provide the audi- 
tors with essential assistance and co- 
operation at the time of the audit, 
because of the need to close the books 
of one year and open those of another, 
while keeping abreast of day-to-day 
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work and getting out detailed reports 
for management. 

A third factor the auditor must 
reckon with, which may upset a stand- 
ard audit program, is unavailability of 
data. Whether it be that the required 
records are located at distant plants, or 
have been stored in the vaults and can- 
not be located, or are in constant use 
by the client and are not readily avail- 
able to the auditor, or have simply been 
misfiled, some required record may not 
be available to the auditor thus re- 
quiring a shift in audit plans. 

Another restricting circumstance 1s 
that on many large audits the sheer vol- 
ume of work involved makes difficult, 
if not economically impossible, the pre- 
paration of desirable detailed schedules 
by either auditor or client. 

The preceding factors all have a bear- 
ing on the scope and execution of the 
audit program; and in order to satisfy 
the requirements of accepted audit pro- 
cedure, establish and maintain adequate 
control over the audit, eliminate proce- 
dures of questionable value, and in- 
terfere as little as possible with the 
client’s office procedures, the auditor 
will find that no single standard audit 
program, however general, can be ap- 
plied to all audits or to all businesses. 
On frequent, detailed audits of smaller 
concerns, where the auditor is an inte- 
gral part of the system of internal con- 
trol, procedures are feasible (and are 
desired by the client) that are imprac- 
tical or undesirable on larger assign- 
ments where the client has his own ac- 
counting and auditing department and 
desires the outside auditor to do the 
minimum necessary to render an opin- 
ion on the financial statements. An ef- 
fective audit program must reckon 
with the fact that each client is dif- 
ferent and that every good audit is a 
“custom-made job”, designed to fit the 

respective client’s records and indi- 
vidual needs. 
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The Audit of Accounts Payable 


One of the essential and frequently 
difficult portions of a balance sheet 
audit of the larger corporation is the 
verification of trade accounts payable. 
Business machines and techniques of 
handling vendors invoices, tend to 
complicate the accounts payable audit. 
Three-and four-part check vouchers, 
voucher registers and check registers, 
are becoming the rule of the day. 
Nevertheless, “Vouchers payable”, 
“Accounts payable not vouchered” and 
“Unaudited bills’ must be reckoned 
with by the auditor on the larger ex- 
aminations as effectively as he deals 
with the relatively simple accounts 
payable ledger on the smaller examina- 
tions. On these larger audits, he must 
deal with masses of documents, chang- 
ing daily, and frequently with only 
an adding machine tape or a comptome- 
ter operator’s report to substantiate 
a total. To determine the aggregate 
liability to a given vendor, the auditor 
may have to refer to four different 
categories of bills controlled by four 
different clerks who have little or no 
awareness of each other’s function. An- 
other uncertainty arises from the fact 
that many clients unfortunately do not 
request statements from their creditors, 
nor keep those they do receive. Increas- 
ing accommodation purchases by clients 
on behalf of their suppliers (a contem- 
porary by-product of scarcity in our 
expanding economy), sometimes han- 
dled as offsets to purchases, other times 
treated as trade receivables and handled 
independently of the purchase aspect, 
introduce another element into the con- 
fusing picture. As the corporation 
grows in size and the handling of bills 
becomes more departmentalized and 
mechanized, the number of possibilities 
for error, fraud and defalcation increase 
in direct proportion to the volume of 
work, the number of clerks involved 
and their relative competence and 
training. As the size of the business 
grows, so does the urgent need for ef- 
fective internal control, which in the 
last analysis, must be the keystone in 
the arch of reliability for both client 
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and aduitor, for which there is no 
substitute. 

The problem of testing internal con- 
trols in the accounts payable depart- 
ment and arriving at a figure for in- 
clusion on the certified balance sheet 
as a reasonable estimate of accounts 
payable at a given date can be solved 
by a variety of audit procedures. A 
discussion of some of these follows: 


Schedules: 


The usual starting point of the 
accounts payable audit is to secure 
from the client schedules showing the 
composition of the recorded accounts 
payable, indicating the various credi- 
tors and the balances due each. This 
schedule should, of course, be recon- 
ciled with the general ledger control 
by the auditor and the footings veri- 
fied. At first glance, this seems to be 
a simple procedure, and on the smaller 
audits the preparation and checking 
of this schedule usually is not com- 
plicated. 

The total liability to each creditor is 
listed on a schedule which is supported 
by an accounts payable ledger to which 
the auditor can compare the balances 
on the schedule and from which he 
can secure the detailed composition of 
the balances. 

In the case of larger clients, using a 
voucher system and keeping no sub- 
sidiary ledger, several more compli- 
cated schedules are usually necessary. 
Salesmen of modern business machines 
have devised many ingenious methods 
of adapting their machines to solving 
the problem of performing in one op- 
eration the dual function of first re- 
cording a bill as a liability and an ex- 
pense, and secondly, recording its pay- 
ment. These methods are accepted by 
clients in the interest of economy ; but 
the one thing most of them have in 
common is that it becomes a rather 
complicated procedure to determine the 
composition of the accounts payable 
controls. The author has found that 
the four types of schedules set forth 
below will usually be adaptable to most 
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machine systems of recording accounts 
payable, provide workable audit sched- 
ules, and conform to the standard docu- 
mentation for certified audit purposes. 
1. The major category of re- 
corded liabilities usually consists of 
“vouchered” bills; that is bills which 
have been processed for extensions, 
prices, etc., but which have not been 
paid as at the audit date. (These 
bills usually are fastened to the re- 
spective vouchers and filed together 
with the supporting documents.) 
‘he schedules listing these recorded 
bills should show creditor’s name, 
voucher numbers open for each cred- 
itor at the audit date, total liability 
for each voucher, as well as the total 
Jiability to each creditor for vouchers 
f this tategory. 
2. The next largest category of 
recorded liabilities usually consists 
of bills not vouchered; that is bills 
predating the audit date, which were 
not processed by the client’s staff 
prior to the audit date, and which 
are frequently recorded at the end 
of the period by a journal entry. The 
schedule recording these bills should 
show the creditor’s name, the indi- 
vidual. invoices open (dates and 
amounts), the general ledger ac- 
count ultimately charged for the 
bill, and, where possible, the number 
of the voucher on which the bill was 
ultimately recorded. 


3. Inventory in transit usually 
gives ri8e to unvouchered or unre- 
corded bills, and the schedule record- 
ing these items is usually similar to 
the one outlined in item 2 above, 
but should show in addition the date 
the merchandise was received, and 
the receiving report number. 


4. Unrecorded liabilities disclosed 


by the auditor will usually be tabu- 
lated on a schedule similar to those 
discussed in 2 and 3 above. 


Vendors’ debit balances are some- 
mes carried as accounts receivable on 
1e client’s records, but more frequently 
are included as red balances on the 
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liability schedule. When the client seg- 
regates these balances on a separate 
schedule, all sizeable amounts of such 
nature should be compared with the 
various accounts payable schedules dis- 
cussed above to ascertain that ther 
are no offsetting liabilities outstand 
ing to the same creditors, against which 
the charges will ultimately be applied 
Whatever the nature of the account- 
ing system used by the client, the aud- 
tor should attempt to secure or prepare 
appropriate schedules whose adequacy 
can be measured against the following 
criteria: (a) They should provide an 
analysis of the composition of the 
amount to appear as “Trade accounts 
payable” on the certified balance sh 
(b) They should provide an analysis 
of the balance of each control account 
on the general ledger for accounts pay- 
able, or whatever nature; (c) It 
should be possible to determine from 
the schedules the aggregate liability to 
each creditor, for comparison with con- 
firmations; (d) The schedules should 
be comprehensible to an accountant 
other than the one who prepared them: 
(e) The schedules should be suited to 
the accounts payable audit program 
and permit easy compilation of data for 
any necessary adjusting entries. These 
schedules are the foundation upon 
which the accounts payable audit. is 
built, and the auditor will usually find 
it desirable to collaborate with the 
client in advance of the audit on the 
manner in which the schedules pre- 
pared by the client are to be set up. 
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Confirmation by Correspondence: 


The second phase of an accounts 
payable audit is the preparation and 
mailing of requests for statements to 
the client’s creditors, asking that the 
replies be mailed direct to the auditors. 

This is one of the most important 
and effective audit procedures, if prop- 
erly planned and executed. The pri- 
mary purpose of direct confirmation 1s 
the testing of the correctness of the 
client’s representations and the ef- 
fectiveness of the internal controls. 
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The ludit of Accounts Payable 


The auditor must determine in each 
audit how broad a scope to give his 
confirmation program. He is interested 
in verifying that the schedules sub- 
mitted to him by management reflect 
the correct liability to the creditors 
listed thereon, and that all creditors ap- 
pear on the list. 2 

What form the request for confirma- 
tion should take is a subject on which 
there are many views. Some larger 
firms stock forms printed in large 
quantities, on which the client’s name 
and address is rubber stamped in the 
space provided. Other firms print or 
mimeograph special forms for each 
audit on the client’s letterhead. It 
seems preferable to use the client’s 
letterhead, since a creditor may object 
to disclosing confidential information 
on the basis of a rubber stamped form. 

A specimen form letter, found ef- 
ficient, is presented below: 

Creditor 

Address 

Gentlemen : 

In connection with the regular 
(annual) examination of our ac- 
counts, our auditors, Messrs..... 
ee PP ree (address)....... 
eer , desire confirmation of the 
balance in our account with you as at 
fe | ee ere ee 

We would appreciate your mailing 
them a detailed statement of our ac- 
count at the above date, indicating 
separately items represented by 
notes. Please mention if any amounts 
are secured and indicate the security 
held. Also show any items shipped 
but not billed, or shipped on con- 
signment, dating or memorandum. 

May we also request that you ad- 
vise our auditors of the quantity and 
dollar amount of any firm commit- 
ments for future delivery. 

A stamped self-addressed envelope 
is enclosed for your convenience. 
Very truly yours, 

NAME OF CLIENT 
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The confirmations should be mailed 
by the auditor, personally, in envelopes 
bearing his return address. 

With respect to verifying the re- 
corded liabilities, the adequacy of the 
client’s system of internal control ( Are 
statements normally requested befor 
making payment? Are adequate pur- 
chase and receiving records and inven- 
tory control maintained? etc.) has a 
bearing on whether the auditor will at- 
tempt to confirm all liabilities by cor- 
respondence or resort to a test check. 
If a test check basis is used, in choos- 
ing his sampling the auditor should 
bear in mind that fraud will manifest 
itself not only by incomplete disclos- 
ure of all liabilities, in the instance of a 
client trying to show an unwarranted 
favorable current position, but also by 
distortion of liabilities arising from 
more complicated and fraudulent de- 
vices, as in the McKesson and Mergen- 
thaler cases. Hence, an adequate test 
check should pay equal attention to 
large and small balances, and adhere to 
the principles of a random sample. 

In attempting to ascertain the ex- 
istence of unrecorded liabilities, the 
author has found it effective to scan the 
client’s paid bill or voucher files and 
note vendor’s accounts which reflect 
substantial activity, but no year-end bal- 
ances, and send requests for confirma- 
tion to them as well as to the vendors 
whose accounts reflect balances at the 
audit date. 

If the random sample method of con- 
firmation is being used, record should 
be kept of those vendors to whom re- 
quests for confirmation were sent, and 
second requests should be sent where 
desirable when the first is not honored. 

When the confirmations are re- 
turned, the amounts recorded thereon 
should be compared in detail to the ac- 
counts payable ledger and/or the bal- 
ances recorded on the schedules discus- 
sed previously in this article. Differ- 
ences should be carefully reconciled and 
note made for discussion with manage- 
ment of any deficiencies disclosed in 
internal controls. All sizable differ- 
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ences should be scheduled, explained, 
and, where proper, adjustments rec- 
ommended. It is at this stage of the 
audit that careful preparation of the 
schedules referred to above yield the 
most dividends and eliminate duplica- 
tion of effort for if they were properly 
set up, it will be possible to note there- 
on the amounts confirmed, the differ- 
ences disclosed, their explanation and 
disposal in a form readily adaptable to 
summarization. One of the results of 
the confirmation program should be 
data as to (a) the number and per- 
centage of confirmations returned to 
those mailed; (b) the percentage of 
total liabilities for which confirmations 
were received to total liabilities for 
which requests for confirmation were 
sent; (c) the differences disclosed by 
the confirmations received. If the con- 
firmations were sent on a test basis, 
the auditor should consider the total 
estimated differences which would have 
resulted from a 100% _ confirmation 
program based upon application of the 
figures resulting from item (c). 

A specimen schedule, to accumulate 
the above date, is set forth below. (The 
first five columns should be prepared 
by the client, if possible, and the re- 
maining columns completed by the 
auditor.) : 


1) Vendors’ names 
2) Voucher numbers 


Recorded Liabilities: 

3) Vouchered 

4) Not vouchered 

5) Total 

6) Balance per confirmation 


Differences: 
7) Confirm over 
8) Confirm under 


Disposition of Differences: 
9) Inventory in transit 
10) Unrecorded expenses: 
Account 
Amount 


11) Explanations 
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Vouching : 

In determining to what extent the 
auditor will vouch the outstanding 
liabilities to the individual invoices at 
the audit date, consideration must be 
given to the period and extent of vouch- 
ing done under the cash disburse- 
ments-voucher register aspect of the 
audit program and the extent and re- 
sults of the accounts payable confirma- 
tion program. An extensive program 
of vouching for a period overlapping 
the audit date in connection with the 
cash audit program, and_ satisfactory 
replies to extensive confirmations may 
satisfy the auditor and lead him to feel 
that only a test vouching of outstand- 
ing liabilities is desirable. However, 
whatever the criteria used by the audi- 
tor in determining the extent of vouch- 
ing necessary, the program should he 
sufficiently broad to determine that 
there are adequate internal controls 
in constant use, that there are proper 
purchase orders and receiving reports, 
that prices and extensions are verified 
and discounts taken, that possibilities 
for collusion are minimized, and that 
the schedules of open liabilities sub- 
mitted by management are reliable. 


Cut-Off : 

Another essential aspect of a com- 
prehensive accounts payable audit pro- 
gram is the verification of cut-off. Some 
auditors will consider this procedure 
as part of inventory verification ; others 
as part of the audit of accounts payable. 
It is an integral part of both, and should 
be so devised. A good cut-off test 
should answer the following questions: 
(1) Have all liabilities been recorded 
for merchandise received prior to the 
audit date? (2) Was merchandise re- 
ceived and inventoried for all liabilities 
recorded prior to the audit date? (3) 
Are receiving records adequate and 
properly maintained ? 

It is usual to approach this problem 
on a test check basis, using the accuracy 
of the results as a guide to the need for 
more extensive tests. This procedure 
should be done in two phases, one 
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The Audit of Accounts Payable 


a test from the receiving records to the and verification of cut-off, each scru- 





1e purchase and liability records, and the _ tinizes an aspect of internal control and 
1s other a test from the purchase and will help disclose possible unentered 
at liability records to the receiving rec- items. However, there can be unre- 
he ords. The period of test should over- corded liabilities which the preceding 
h- lap the inventory date in both direc- methods will not indicate, for instance, 
e- tions. For the first procedure, a sampl- an unrecorded liability to a creditor, 
he ing of items within the test period who did not respond to a request for 
-e- should be listed from the receiving rec- confirmation and whose account was 
sii ords showing date received; receiving not verified by vouching of the bills. 
1m report number; vendor; quantity and One device which serves to minimize 
ng item received. After these data have this: possibiliity, and which is usually 
he been tabulated, they should be com- practicable on audits when the ex- 
eet pared with the purchase record and in- amination is conducted during a period 
ay voices to see that invoices were rec- not too long after the end of the fiscal 
nad orded for all merchandise received. The year, is to scan the unpaid and paid 
id- schedule should be completed by rec- bill files for the new fiscal year for 
er. ording thereon the invoice date, amount prior year’s items. This procedure can 
di- and the voucher number or purchase usually be done rapidly and often 
ch- record folio on which the invoice was proves effective in disclosing unre- 
‘te charged. corded liabilities, accruals, etc. A few 
t The second procedure should be ex- questions directed to the various clerics 

stile actly the reverse. The first listing of involved will often suffice to inform 
ner data should be abstracted from the the auditor what control there is over 
abe purchase or voucher records and then unpaid bills within the organization, 
fied traced to the receiving records from and put him on notice of the possibility 
ties which the date of receipt, report num- of lost or missing invoices. 
oe ” and quantity ve be obtamied. - Inventory in Transit: 
sub- t might be desirable to emphasize P ' 

at this point that the auditor cannot One aspect of the problem of unre- 

be too careful with respect to estab- corded liabilities, which frequently 

lishing the adequacy and accuracy of : a the auditor mae debate with 
iis receiving records. It is one of the few client, — related - iy 
Dr0- ways of disclosing a fraud of the Mer- - vba Ps ~—s —_ ee a ae 
aie genthaler type. While the above-men- 1 T&Corcing he ee > — 
win tioned cut-off. procedures alone will Fi gl Y Pic _ ity bgp 
hers not suffice to disclose defalcations of ig nag bility ong ic sec: 
ren this nature, when used in conjunction panes Aer ag ed a bei “i wr 
wild with a vouching of disbursements or — be wpe ie at the au it 
pe abilities in which careful attention is stg rT. his. not “ad a ed : ™ oy al 
aH paid to the supporting invoices and re- ‘OTY- +0 this point of view, the auditor 


ad ceiving reports, (which should be af- ¢@" only offer the fact that in most in- 


cet = - : 2 e » rhea +o _ nee be ft 101 
e~ fixed to the respective invoices) the ne ng when deliv, are ngs oe 
sie two procedures can satisfy the auditor ae pring br sepidiehayoonnaiig 
ities that there are safeguards against this ©! 7 le | the ond ney — = te 
Lui r ¢ ~ > “Ce, > 
, type of collusion. tain that title has indeed passed, he 
(9) should advise his client that there is a 
and P ee ee ee ad ; 
Unrecorded Liabilities - definite liability and that the inventory 
il : and liability should be reflected on the 
blem rhe procedures already outlined will palance sheet. 
iracy usually serve to disclose to the auditor ; ; 
d for whether or not there are unrecorded Disposal of Differences: 
dure liabilities in substantial amounts. The In the process of executing the ac- 
one | confirmations, vouching of liabilities, counts payable audit program differ- 
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ences will arise, usually minor, occa- 
sionally sizable. If the various schedules 
have been properly set up, the auditor 
will be able to keep a record of his ex- 
ceptions, for summation at the conclu- 
sion of the audit. Most clients object 
to being subjected to repeated questions 
on the same subject and it is frequently 
advisable to accumulate all differences 
to be disposed of in one conference. 
Before reviewing his exceptions with 
the client, the auditor should re-exam- 
ine his notes from the perspective of 
the completed audit program and eval- 
uate the volume and amounts of the 
differences disclosed by audit in rela- 
tion to the total volume and amount of 
bills and liabilities. He should form an 
opinion on the adequacy of internal 
controls in the light of his exceptions, 
and decide whether he can accept the 
client’s figure for accounts payable, or 
f he should recommend adjustments. 
[In determining the need for adjust- 
ment, he will consider that his interest 
ies in a fair presentation of liabilities 
on the balance sheet. 


Conclusion: 

After discussing his exceptions witn 
the client, the auditor should proceed 
to tie in his workpapers. A summary 
schedule should be prepared showing 
the individual amounts and totals of 
the various general ledger liability ac- 
counts to be grouped on the balance 
“Trade Accounts Payable” 


1 


a See rs 
schedules 


sheet as 
The working papers and 
should be logically grouped, initialled, 


dated, indexed, cross-indexed, and 
bound with the summary on top. The 
detailed audit program stating all the 


procedures executed should be initialled 
by the individuals performing each step, 
and filed with the audit papers. 

The papers, when complete, should 
indicate clearly what the scope of the 
audit was, how it was executed, what 
the exceptions were, how they were 
adjusted, and the composition of the 
accounts payable item reflected on the 


balance sheet. 
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Tax Accounting for Security Brokers 


) 


r Is interesting to note that security 
I brokers as a rule do not confine 
themselves merely to acting as brokers. 
They are frequently a combination of 
brokers, dealers, underwriters, traders, 
d investors. They might also be re- 
as bankers, in making loans 





to customers, They include in the scope 
ir operations, the entire gamut of 
values, both domestic and 








reign. 

\pproaching this subject from the 
l point of view, the first 
item we run into is Cash, which was 
amply covered in the paper recently 
presented by Max Rolnik on the sub- 
ject of “Tax Accounting for Banks”. 


] + 
Jaiance. sieetl 


Cash or Accrual Basis 

The next item we meet on the bal- 
ance sheet is Accounts Receivable. This 
brings up for consideration the account- 
ing basis employed by the security 
Are they or should they be in 
a cash or an accrual basis, or do they in 
fact employ both the cash and accrual 
- Hybrid methods of accounting 
are as frequently used by security 
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By BENJAMIN Grunp, C.P.A. 


brokers and security dealers as in al- 
most any other industry. Ask a broker 
on what basis his books are kept and 
he will almost invariably reply that he 
is on a cash basis. Refer to his books 
and you will find, quite commonly, 
that they are kept on an accrual basis. 

How do you account for his belief 
that he is on a cash basis? His cash 
book is kept open until all bills are paid. 
As far as receivables or accruals are 
concerned, we run into a mixed picture 
there as well. From a practical view- 
point it is difficult for a security broker- 
age firm to keep proper records that 
are not maintained on an accrual basis. 
If sufficient care is taken, they can keep 
their books on a cash basis ; and, if they 
consistently maintain such records, the 
Treasury Department will accept them. 
As a matter of general practice, how- 
ever, we find that most security brokers 
keep their books on an accrual basis, 
and our discussion will consider pri- 
marily the problems they have to con- 
tend with. 


Accounts Receivable 

Reverting to accounts receivable, se- 
curity brokers are allowed a reserve for 
bad debts. Such a reserve is not fre- 
quently used. But there is no objection 
to its use and to providing for bad debts 
through the reserve method. Security 
brokers will generally close out a cus- 
tomer’s account soon after he is sold 
out if a debit balance is open after the 
proceeds of the securities have been ap- 
plied against the open account. Such 
an account could be carried until an ex- 
haustive determination is made whether 
it is collectible in whole or in part. As 
a general rule, however, if the cus- 
tomer’s transactions are of such a 
nature that he could not respond to a 
margin call and it was necessary for his 
securities to be sold out, we will find 
almost invariably that the balance will 
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be written off. If something is realized 
later, it will be reported as a recovery 
of bad debts. 

Presently there are very few partially 
secured accounts. The entire margin 
situation has been tightened up as a 
result of current banking rules. Under- 
margined accounts and partial write- 
offs are the rare exception under pres- 
ent conditions. 

s3rokers may have receivables from 
other brokers which generally are very 
current. But when another broker hap- 
pens to “go through the wringer”, the 
same principles that apply to a custom- 
er’s account will apply to a broker. Nor- 
mally we would ascertain very quickly 
how much will be realized. Accounts 
of a broker in financial difficulties are 
liquidated readily and there should or- 
dinarily be no problem as to how much 
to write off and the year in which the 
charge off belongs. 


Accrual of Commissions and 

Other Items 

The matter of accruals, both of com- 
missions and other items is the next 
subject for consideration. Let us first 
cover the accrual of commissions. In 
the case of an order executed on the 
New York Stock Exchange on a Fri- 
day, the security is delivered the follow- 
ing Wednesday, three full business 
days later. If between Friday and 
Wednesday we have the end of a month 
—as we had in December 1946, Tues- 
day being December 31st and Friday 
being December 27, a situation develops 
in which the order is executed in one 
year and the commission charged to a 
customer’s account in the following 
year. 

Some brokers have been accruing the 
commission on the day the order was 
executed, but before the transaction is 
completed. Others accrue the commis- 
sion at the time the order is completed, 
when delivery of the security is made 
and the customer charged. The latter 
appears to be the better practice. 


1 See cases collected at 1947 P-H. Fed. 





2 American Light & Traction Co., 3 T.C. 
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Equally important is the need for ob- 
serving a consistent practice. 

In the case of transactions in com- 
modities, commissions accrue upon the 
completion of the round turn; that is, 
when both ends of the transaction are 
completed. Until then, the commission 
is open. In the case of when-issued 
transactions, the broker does not deier 
charging a commission until the con- 
summation of the transaction since he 
might never get paid if the transaction 
falls through. Accordingly, the com- 
mission is charged at the time the when- 
issued order is first carried out without 
waiting for the reorganization plan or 
other contingency to be completely dis- 
posed of. Situations also occur where a 
broker deals with another broker in 
when-issued transactions. The custom 
in such cases is not to charge the other 
broker with a commission, unless and 
until the when-issued transaction is 
completed. In dealings with the gen- 
eral public, however, the commission is 
charged immediately. 

Commissions may be met in transac- 
tions of underwriters. Occasionally a 
company floats an issue of securities, 
which are offered to the public on the 
basis of allowing the underwriter a 
commission rather than an underwrit- 
ing profit. In such a case the under- 
writer would not realize his commission 
until the underwriting is completed and 
the commission charged to the corpora- 
tion floating the issue. In view of the 
doubts and exigencies which frequently 
develop in underwriting transactions, 
no part of such a commission should be 
accrued until the transaction is com- 
pletely consummated. 

Other accruals are as common with 
brokers as with other owners of securi- 
Interest accrues on bonds, both 


ties. 
Government and corporate. Interest 
should not be accrued on defaulted 


bonds, those generally selling ‘“‘flat”.’ 
In the case of dividends, however, a 
special and practical rule has developed 
that no accrual should be made? since 


Tax Service Par. 8021. ; 
1048, aff'd., 156 F. 2nd 398, Acq. CB 1946-2pl. 


October 





Cor 
that 
basi 
port 


Sec 
S 
othe 
with 
secu 
ers 
cost, 
lowe 
paye 
But 
they 
their 
even 
mark 
the g 
antic 
Ve 
tory 
purpr 
a line 
secur 
and | 
scribe 
store 
to th 
pectec 
and s 
sale 2’ 
on th 
recog! 
stocks 
volum 
Volun 
not ne 
rities | 
prima 
either 
ship, I 
ments. 
Rec 
ruled 
purpos 
securit 


yn tm be 
AQaAaa 
6. 3 3 ow 


1947 








Tax Accounting for Security Brokers 


Congress has indicated its preference 
that dividends be reported on a cash 
basis whether or not the taxpayer re- 
ports on an accrual basis. 


Security Transactions 


Security brokers, in common with 
other security owners, are concerned 
with the tax accounting applicable to 
securities. To begin with, security deal- 
ers can inventory securities either at 
cost, or at cost or market whichever is 
lower, in the same manner as other tax- 
payers with an inventory to be valued. 
But different from other taxpayers, 
they are the only ones who can value 
their inventory entirely at market,? 
even if higher than cost, which means 
marking it up. This is an exception to 
the general rule that no one should ever 
anticipate a profit. 

Traders and investors cannot inven- 
tory their position in securities for tax 
purposes. It becomes necessary to draw 
a line in determining who is a dealer in 
securities as distinguished from a trader 
and from an investor. A dealer, de- 
scribed briefly, is the equivalent of the 
store owner. He has something for sale 
to the general public. People are ex- 
pected to go to his place of business 
and say, “Have you this security for 
sale?”’. The specialist in certain stocks 
on the floor of the stock exchange is 
recognized to be a dealer in such 
The criterion is neither the 
volume nor the frequency of business. 
Volume may class one as a trader, but 
not necessarily as a dealer. And secu- 
rities purchased for a long pull and held 
primarily for invéstment may not fall 
either in the dealer or trader relation- 
ship, but rather in the class of invest- 


ments. 


L 


stocks.4 


Recently the Treasury Department 
ruled that a dealer should, for the 
purpose of clarifying his position, enter 
securities purchased as a dealer in sepa- 
>Reg. 111 Sec 29.22 (c)—5. 
+ Fried 57 Sup. Ct. 150 

51T 3828, CB 1946—2 p.68-9. 
6 Code Sec. 117(a) (1). 

? Code Sec. 118(a). 
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rate accounts from those bought for in- 
vestment.5 It is frequently very diffi- 
cult to have brokers keep their accounts 
in that manner. It would obviously be 
helpful if, when the securities are 
bought, it were known and so recorded 
that the purchases were made for sale 
to customers in the regular course of 
business. Likewise if the securities 
were to be traded in, they should be so 
entered in a trading account. And 
finally, securities bought for investment 
should be separately recorded. There 
appears to be some doubt, however, 
whether the bookkeeping method of 
recording the transactions in securities 
should affect the underlying facts of the 
dealer, trader or investor status appli- 
cable to the particular securities. 
These classifications have tax signifi- 
cance. A dealer can not apply the lower 
capital gain rates to his profits.© By the 
same token, he is not burdened with the 
limitation on deductions of capital 
losses. A trader in securities, even 
though his transactions are very numer- 
ous can benefit by the long term capital 
gain provisions applicable to securities 
owned over six months. This for the 
reason that under the provisions of Sec- 
tion 117 of the Code only securities 
held for sale to customers—those that 
result in the status of being a dealer in 
the regular course of the trade or busi- 
ness—are excluded from capital asset 
classification. Capital gains and losses 
can result from all other security sales. 
Special situations may develop in the 
case of so called “wash sales”. That is 
securities repurchased within thirty 
davs before or after their sale. The 
genera! rule is that losses on wash sales 
are not deductible.? However, in the 
case of a corporation that is a dealer 
in securities, the wash sales provisions 
are not applicable. and the loss is de- 
ductible in connection with transactions 
made in the ordinary course of its busi- 
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ness.’ In the case of an individual or 
partnership trading in securities, the 
wash sales provisions are not applicable 
hecause of the impact of Section 23(e)1 
118(a) of the Internal 
Revenue Code. Accordingly, members 
of a stock exchange firm “trading” in 
securities are not burdened with the 
wash sale provisions. On the other 
hand, deductible losses of a corporate 
taxpayer doing the identical business 
are limited by the wash sales provisions 
and the losses from wash sales are not 


upon Section 


permitted.” 
Special 
case of short sales, arbitrages, puts and 
calls, commodity transactions and when- 
issued transactions. Owners of securi- 
ties held less than six months can sell 
short an equivalent number of shares 
against the box or in a different account. 
Delivery of the original securities after 
they have been owned more than six 
months results in the gain being long 
term. And if the short sale is separately 
wered by an independent purchase at 
a loss with a corresponding increase in 
develop- 


situations also occur in the 


the overall long term gain, 
ment is present in which one dollar of 
loss absorb two dollars of gain as fol- 
lows: 


January 15, 1947—Purchased 
10) shares of XYZ com 


mon for $5.000 
lune 15. 1947—Sold_ short 
100° shar OFA Z n 
mon , $8 000 
Tul 31. 1947—Sold 100 
hares of XYZ commie 
e068 666 660804 20 9D (MK) 
term gain $4,000 
Se ike 1 ) unt $2,000 
1, 1947—Cove ls t 
ition tl} ugh pur LS¢ 
100 shares XYZ « 
n fe 9.000 
Short term loss 100% 
taken into account...... $1,000 


8 Code Sec. 117(c)(1). 


91T 3485 CB 1941-1 p. 240. 


10GCM 21503 CB 1939-2 p. 205. 
2.0 38 

1 TT 3806 CR 1946-2 pal. 
13GCM 18245 CB 1937-1 p.70. 
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By consummating their transactions 
as above, instead of taking $3,000 into 
account as a short term gain, only 
$1,000 is taxed at a maximum of 50% 
When-issued and commodity transac- 
tions may also be timed and concluded 
with a weather eye on the tax results. 

Corporations do not have the same 
problems as individuals with long and 
short ierm capital gains because the 
corporation does not scale down the 
amount of its capital gain or loss. It 
merely gets the benefits by a 25% limi- 
tation upon the tax imposed on the net 
long term gain.® 

Year end sales of securities in which 
the sale on the stock exchange is made 
in one vear but delivery made the fol- 
lowing year are considered closed in the 
earlier year in the case of accrual basis 
taxpayers and gain or loss is then rec- 
ognized.’ If the taxpayer reports on the 
cash basis, a loss on such a sale 1s de- 
ductible in the earlier year,!° pe a gain 
is not realized until delivery of th 
rities is made in the later year. 





Attention should be called to a recet 


ruling in connection with puts and calls 
which permits the proceeds of the sale 
of exercised “wee and calls to be app lied 


in- 





against the base of the securities 
volved. The proceeds of the sale of p 
and calls which are not exercised are 
treated as short-term cé _ al gains in 
the vear in which the failure to exercise 
the option becomes final. in 

Federal stamp taxes paid upon the 
sale of securities must be applied to re- 
sales.}- tate 
deductible as 
except in the 
applied to 
In the case 


duce the proceeds of 
stamps paid are fully 
taxes.!5. Commissions, 
case of a dealer, must be 
reduce the proceeds of sale. 
of transactions by a dealer in securities 
which are his stock in trade. 
material whether you reduce 
ceeds ot sale by 
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the pro- 


IRB 1947-2, p.4 and letter ruling December 19, 1946. 
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Tax Accounting for Security Brokers 


treat them as an ordinary and necessary 
business expense since such security 
transactions result in ordinary income 
or loss unaffected by the capital gain 


prov isions. 


Exchange Memberships 

Exchange memberships are capital 
assets. In recent years the dues paid to 
the stock exchanges have been regarded 
as business expenses, since the ex- 
— have regarded the receipts as 

come. There were some years when 
some stock exchanges did not,report the 
dues as income, but rather as capital 
contributions. The members were 
therefore required to add the dues to 
the cost of their memberships, to be 
‘ed whenever they were sold. In 
the case of exchange memberships 
h have declined in value below cost, 
it is not good practice to sell the mem- 
bership preceded or followed by a re- 
purchase regardless of the fact that 

> ise occurs with a lapse of more 
than thirty days, if the transaction is 
prompted primarily by tax considera- 
tions. The Tax Court has raised doubts 
as to such a sale being a bona fide one 
in the regular course of business and 
lenied deduction of the loss.!* Because 
of the view adopted by the Tax Court, 
it did not consider it necessary to decide 
whether an Exchange membership was 
equivalent to a security, in which event, 
losses on wash sales would not be 


recovel 


whic 


illowed. 


Accrued Expenses 


On the other side of the balance sheet 
we meet accrued expenses. By and 
large these are comparable to those of 
the In the case of 
met 


r business concerns. 


ai A there are generally 


current underwriting accruals such as 
attorneys’ and other professional fees, 


accruals. Brokers 
brokers should ac- 
commissions pay- 


other 
other 
brokerage 


printing and 
who employ 
crue the 
able. 

com- 


Customers’ men frequently are 


+ Horne, 5 T.C. 250. 
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pensated on some practical basis which 
leaves part of their compensation pay- 
able after the close of the month, mak- 
ing accruals necessary. In the case of 
all accruals, it is important that a con- 
sistent practice be observed. 

An item that is rather unique with 
brokerage firms is reflected in un- 
claimed items: dividends, interest, 
rights, scrip, etc. Some firms carry 
these indefinitely in a Reserve for Un- 
claimed Items. Others follow the prac- 
tice, every year, of transfering from 
the reserve an amount equivalent to 
what remains from credits into the re- 
serve account six or ten years earlier. 


Capital Accounts 

Brokerage concerns frequently credit 
interest during the year to partners’ 
capital accounts. Salaries are provided 
for partners—in some cases in guar- 
anteed amounts. The balance of the 
profit is credited or loss charged to the 
partners at the close of the fiscal year. 
The Treasury Department is not con- 
cerned with whether you label profits as 
interest, salaries, or other income. It is 
concerned with the matter of apportion- 
ing capital gains, exempt interest, con- 
tributions to charity and foreign tax 
credits. Such items normally would be 
allocated in the same proportion as the 
aggregate of the distribution of the in- 
come, whether it is called interest or 
dividends, guaranteed salaries or dis- 
tribution of profits, and regardless of 
whether the distribution is made to a 
general or special partner. 

Fiscal year problems come up rather 
frequently in Stock Exchange firms in 
view of the common practice of firms 
taking in new partners and changes oc- 
curring upon the retirement of partners 
or the death of a partner. We have to 
draw sharp lines, sometintes, as to when 
a new partnership relationship occurs 
and when we have a continuation of an 
existing partnership. Normally death 
of a partner will terminate the partner- 
ship, particularly if a new partnership 
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agreement is necessary as a result of 
new money being brought in by new 
partners. Essentially each case must be 
considered independently. And ordi- 
narily it is advisable to go into the situ- 
ation with the firm’s counsel. 

In the case of brokerage firms, we 
find that the readjustment of partner- 
ship interests can be the occasion of 
availing a particular partner of the capi- 
tal gain provisions. Recently the Tax 
Court held upon the sale of a fractional 
interest to new partners, that the result- 
ing profit was a long term capital gain.15 

Partnership adjustments can result 
in distribution or evaluation of secu- 
rities, and in change of partners’ inter- 
ests in securities and exchange member- 
ships owned by the firm. The facts in 
each situation should be analyzed. 
Sometimes only one partner may be 
affected by a closed transaction involv- 
ing profit or loss. And the ‘readjust- 
ment can be planned so that the profit 
will be a long term capital gain. 

In isolated situations it may also be 
desirable for a partnership owning 
securities that have substantially appre- 
ciated in value, to distribute them to 
the partners who could sel! them indi- 


vidually. This has the effect of in- 
creasing the base of the securities so 
distributed to the partners with a cor- 
responding reduction in the resulting 
profit. An offset develops in the reduc- 
tion to the partners of the base of their 
partnership investment. This generally 
has only future rather than present 
significance. 

In concluding this paper, attention 
should be called to the fact that, at the 
moment, Stock Exchange firms are gen- 
erally partnerships. Many of them are 
sole proprietorships. There has recently 
been considerable agitation for permis- 
sive incorporation. These discussions 
have been prompted by the customary 
business considerations which neces- 
sarily include the tax phases which af- 
fect all business concerns. To the ex- 
tent that taxes are an element in the 
attraction of capital to a security brok- 
er’s business, we must necessarily weigh 
them as we would any other important 
factor in the conduct of a bitsiness. 
Future developments may very well 
bring about permissive incorporation 
which would serve.to emphasize the 
corporate setup in connection with tax 
accounting for security brokers. 
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Low Cost of Charity 


By J. H. LANDMAN 


| aaa corporations, unlike other 
types of organizations, may not in 
the absence of specific legislation make 
contributions or gifts to philanthropy, 
no matter how worthy the cause. The 
fact that the Internal Revenue Code 
encourages corporate almsgiving by 
allowing tax deductions up to 5% of 
income does not excuse the wrong. On 
the contrary, where state law does not 
sanction such corporate conduct, Con- 
gress aids and abets in its commission. 

Business corporations are organized 
to earn profits for their stockholders. 
The law says charity begins at home. 
Accordingly, from this point of view, 
corporate donations are misappropri- 
ated dividends. It thus behooves busi- 
ness corporations to examine their phil- 
anthropic policies because stockholders 
and creditors may challenge the pro- 
priety of their practices in this regard, 
particularly in less profitable years. 
The end of the war has eliminated 
many of the war-time philanthropic 
agencies, but it has ushered in many 
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more postwar ones that are just as 
entitled to corporate as well as indi- 
vidual support. Many corporations in 
the past. have been giving alms either 
through ignorance of or with a salutary 
disregard of prohibitive legislation. 
They should, within limitations, have 
their charitable conduct legalized where 
it is still necessary, so that they can 
share with individuals their recognized 
social responsibility to the community. 


The Right of Corporations 
to Make Donations 


Not all the states allow - business 
corporations to grant donations to char- 
itv. Where it is permitted, corporations 
may avail themselves of this privilege 
by making such a declaration in their 
charters. The majority of the court 
decisions hold that the business corpo- 
ration, unlike the religious or charitable 
one, has no power in the absence of 
statutory and/or charter authorization 
to make a charitable donation. The 
courts, however, distinguish between 
purely gratuitous gifts and those made 
in expectation of receiving profits. The 
former are usually considered illegal 
and in violation of the rights of stock- 
holders, if legislative sanction is not 
provided.“’ The latter in essence are 
not really gifts but business expenses. 
The courts are very apt to exonerate 
the culpable corporation, if the dona- 
tions are intended to further legitimate 
business but not political purposes. In 
the absence of stockholder objections, 
the courts permit corporate donations 
to humanitarian and welfare organiza- 
tions, and to civic, social, educational, 
and recreational causes, provided cor- 
porate gain is at stake.) The courts 
are particularly ready to allow corpo- 


(1) Beers v. New York Life Ins. Co., 66 Hun 75, 20 N. Y. Supp. 788; Wolter v. Johnston, 
34F (2d) 598; McCory v. Chambers, 48 Ill. App. 445. 


(2) Derr v. Fischer, 22 Okla. 126, 98 Pac. 


78: Chowchilla Nat. Bank, 200 Cal. 760, 255 


Pac. 188: McConnell v. Combination Mining & Melling Co., 30 Mont. 239; Sherman Center 
Lown Co. v. Russell, 46 Kan. 382; Holt v. Winfield Bank, 25 Fed. 812; Heinz v. Nat. Bank 
of Commerce, 237 Fed. 942; American Rolling Mill Co. v. Com’r, 41 F(2) 314; Whetstone 


Vv. Ottawa Univ., 13 Kan. 320. 
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rate donations to employee welfare, 
annuity and profit-sharing plans in- 
cluding those under Section 165 of the 
Code because they enhance amicable 
management-labor relations.“?) Where 
the corporation has no authority to 
make pure gifts, its directors have no 
such power. Under such circumstances, 
neither the president, manager, nor a 
majority of the stockholders of a cor- 
poration has the right to do so.) Even 
where statutory and charter authority 
is present, it would be well-advised to 
have by-laws prescribing designated 
officials to donate limited sums of cor- 
porate profits to charitable causes. 
Some states that permit business corpo- 
rations to make contributions to phil- 
anthropic and civic enterprises to a 
limited extent are Connecticut, Illinois, 
Massachusetts, New Jersey, New York, 
Pennsylvania and Rhode Island. 


True corporate donations to colleges 
and universities are more easily de- 
fended when they are restricted and 
are earmarked as scholarships, fellow- 
ships and funds for activities related 
to the corporate-donor’s business activi- 
ties. Similar donations to local chari- 
table and philanthropic organizations 
for the advancement of community wel- 
fare, are subject to less criticism than 
those to comparable national or inter- 
national organizations, even where the 
operations of the donor are national 
or international in scope. Of course 
reasonable corporate donations to em- 
ployee welfare, pension and profit-shar- 
ing funds have always been least sub- 
ject to challenge. 

In conclusion, therefore, where en- 
abling statutory provisions are absent, 


(3) Anderson, 8 T.C., No. 78; Steinway v. . 
Hotchkiss, 136 App. Div. 150, 120 N. Y. Supp. 
Nat. Bank of Commerce, 237 Fed. 942. 

Worthinat 
Town of West Point v. Bland, 106 Va. 792; 


718; People ex rel. Metropolitan Life Ins. v. 
649; Heinz v. 


(4) Henry R. Worthington Vv. 


m, 100 App. Div. 332, 91 N. Y. 


the donating of corporate funds for 
charitable enterprises is only defensible 
on business grounds. Such states rec- 
ognize only the mercenary and pecu- 
niary function of the business corpora- 
tion and deny it moral attributes. Once 
almsgiving is tainted with the profit 
motive, it ceases having moral value. 
Accordingly, such a business corpora- 
tion cannot be blamed for declaring 
all such disbursements in reasonable 
amounts as ordinary and_ necessary 
business expenditures. The Treasury 
may then only raise the question as to 
whether these items are not in reality 
charitable contributions. When a cor- 
porate contribution passes as a business 
expense it is not restricted by the 
facts that it must be paid in the vear 
of the deduction, and that it is limited 
to 5% of net income. These contribu- 
tions of gifts, deductible under Section 
23(a) of the Code, must have a busi- 
ness purpose, and must be propor- 
tionate to the profits expected, if not 
realized. However, if the expenditures 
are philanthrophic in nature, they must 
be deducted as contributions rather 
than as business expenses. According 
to illustrations in the Treasury regula- 
tions, payments to a local hospital in 
exchange for medical services for em- 
plovees, and contributions made to a 
convention of a remote industry, if rea- 
sonable profits are anticipated, are con- 
sidered legitimate corporate deductible 
expenses rather than contributions, No 
deduction by a corporation is allowed 
as a business expense if any part of it 
is deductible as a contribution. For 
taxable vears beginning prior to Janu- 
ary 1, 1936, corporate contributions 


Steinway & Sons, 17 Misc. 43, 40 N. Y. Supp. 


Supp. 443; 


West End v. Eaves, 15 334: Southern 
c 


Hide Co. v. Best, 174 La. 748; Heller v. Boylan, 29 N. Y. S. (2d) 653; Tillis v. Brown, 154 
Ala. 403; Deutsche P. Kirche v. Trustees of Elisabeth Presbytery, 89 N. J. Eq. 242; Carroil- 


Cross Coal Co. v. Abrams Creck Coal & Ci 
Co. v. Aetna Ins. Co., 165 Mo. App. 146: 
Welch, 39 F. Supp. 537; Amer. 
La. 772; Holst v. N. Y. Stock 
583; Frankfort Bank v. . 
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Low Cost of Charity 


were deductible only if they could 
qualify as business expenses. In any 
event, it would be well-advised for cor- 
porations to consult their counsel as to 
the propriety of making sizable charit- 
able contributions. 

Despite these legal handicaps, cor- 
porations almost universally support 
charitable and welfare organizations. 
Only one out of 578 manufacturing cor- 
porations which cooperated in a sur- 
vey conducted by the National Indus- 
trial Conference Board in 1945 did not 
engage in some charitable enterprise. 
At least in this respect, the charge that 
corporations are soulless is unwar- 
ranted. 

The extent to which corporations as 
well as individuals have availed them- 
selves of the tax inducements offered by 
our tax laws to engage in philanthropic 
work is revealed in the following table: 


CONTRIBUTIONS REPORTED ON 
FEDERAL INCOME TAX RETURNS 


Source: United States Treasury 
Department's Statistics of Income 
(in millions of dollars ) 


Individual Corporation 
Tax Year Contributions Contributions 
1936 390 30 
1937 445 do 
1938 414 2h 
1939 499 31 
1940 740 38 
194] 1,002 58 
1942 1,450 98 
1943 na. 157 


Particularly in the case of corpora- 
tions, these statistics underestimate the 
amounts of their contributions where 
sums have been reported as business 
expenses to avoid the imputation of il- 
legal practices. 


Contributions That Are Deductible 
Corporate charitable contributions 
are at present deductible taxwise, when 
made to: 
_ 1. domestic corporations for domestic or 
foreign philanthropy ; 
? 


2. trusts, chests, funds, or foundations, 


ommissioner v. Central Hanover Ba 


operated only for religious, charitable, 
scientific, veteran service, veteran organiza- 
tions, child care, literary, or educational 
purposes, exclusively for domestic use, pro- 
vided personal profits, political legislation, 
and propaganda are not encouraged there- 
by; or 

3. the United States or any of its politi- 
cal subdivisions. 


Contributions to individuals are un- 
der no circumstances deductible. 

Though corporations may deduct up 
to 5% of their net incomes for normal 
and surtax purposes under Section 
23(q) of the Code, those in an ag- 
gravated tax predicament may deduct 
as much as 15% of their net incomes 
for personal holding company surtaxes 
under Section 505(a)(2) of the Code, 
and up to 100% of their net incomes 
for Section 102 surtaxes. Closely held 
corporations are beset with this quan- 
dary. Are contributions made by them 
in reality dividends of their stockhold- 
ers? If the donations were originally 
pledged in the name of the corporation 
and not in those of the stockholders, 
and the stockholders intended to derive 
no personal gratification from the 
philanthropy, .the alms should not be 
considered constructive dividends of 
the stockkholders. 

Contributions made by individuals in 
contrast with those made by corpora- 
tions have tax advantages provided 
for in Section 23( Oo) of the Code. The 
former are limited to 15% of the tax- 
payer's adjusted gross income, whereas 
the latter are restricted to 5% of tax- 
able income. In the case of a joint 
return of husband and wife, the 15% 
limitation applies to their aggregate ad- 
justed gross incomes. It must be re- 
membered, however, that the election 
of the standard deduction eliminates 
the deduction for charitable contribu- 
tions because it is in part a substitution 
for the latter. The usual 50% limita- 
tion on long term capital gains applies 
in arriving at adjusted gross income.? 

A tax-conscious donor is nonethe- 


et al., CCA-2, July 24, 1947, reversing 7 
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less a benefactor. Too few contributors, 
individuals as well as corporations, 
avail themselves of the added tax 
savings attending the donating of ap- 
preciated properties instead of cash to 
their favorite charities. Contributions 
such as shares, bonds, and land which 
have risen in selling price since their ac- 
quisition, are worth as_benefactions 
their fair market values on the dates of 
the gifts. The transfer of such gifts 
does not yield taxable gain to the donor. 
Had the donor, however, first reduced 
such gifts to cash before making the 
contributions, he would have subjected 
himself to a capital gains tax. On the 
other hand, if a property had declined 
in value while in the donor’s possession, 
he would be well-advised to sell it first 
to take the loss to offset his taxable in- 
come before making a contribution. 

Charitable contributions made by 
partnerships are not deductible under 
Section 183(c) of the Code in comput- 
ing net income. Instead, each part- 
ner’s share of the partnership’s contri- 
butions is deductible on his individual 
return. However, contributions by a 
partnership to further its economic in- 
terests are deductible as business ex- 
penses. 


Gifts Distinguished from 
Contributions 

Taxwise, gifts must not be confused 
with contributions. The former are 
subject to the gift tax law, whereas 
the latter are governed by the income 
tax law. No business corporation may 
legally make gifts as distinguished from 
contributions of property, because such 
conduct would be considered clearly 
heyond its authority. The few state 
philanthropic laws are not broad 
enough to embrace such practices. In- 
dividuals do not have such a restric- 
tion imposed upon them. Should the 
latter donate more than the limitation 
for contributions of 15% otf adjusted 
gross income, such sums are exempt 
from gift taxes, because all contribu- 
tions and gifts for charitable causes are 
exempt therefrom. Consequently, only 


OSO 


charitable donations made by _indi- 
viduals up to 15% of adjusted gross 
incomes are made at bargain tax prices 
because the Treasury shares in their 
costs. Gifts in excess of this limita- 
tion, though they are free from gift 
taxes, are made after full income taxes 
have been paid on them. 

The Treasury’s share in the cost of 
contributions is very generous. The in- 
come tax savings on contributions are 
up to 25% for corporations whose tax- 
able incomes range up to $25,000, 53% 
for those corporations whose taxable 
incomes are in the next $25,000 bracket, 
and 38% for those whose taxable in- 
comes are $50,000 or more. The in- 
come tax savings on contributions by 
individuals, by and large, are even 
greater, particularly for those in the 
higher income brackets. The Treas- 
ury’s share in the cost is 19% for per- 
sons with surtax net incomes up to 
$2,000, and becomes progressively 
larger until a maximum of 854%4% is 
reached for persons with surtax net in- 
comes of more than $200,000. 

The aforementioned tax savings refer 
to federal tax savings only. Where cor- 
porations and individuals are subject 
to state and local income taxes, they 
enjoy even greater savings on their 
charitable contributions. 


Charity Abroad 

Corporations should be apprised of 
the fact that for taxable years begin- 
ning after December 31, 1948, the Gov- 
ernment will no longer share in the 
cost of contributions they’ may make 
to their favorite unincorporated char- 
ities, if the latter conduct their benefac- 
tions abroad. They will not be for- 
bidden to repeat making contributions 
to unincorporated charities for foreign 
use, but they will not be permitted 
to deduct these sums within limits on 
their tax returns. They will be allowed 
however to make contributions to ap- 
proved incorporated and unincorpo- 
rated charities for domestic philan- 
thropy as in the past, and oblige the 
Treasury to participate in the cost. 
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Low Cost of Charity 


Apparently, Congress believes that 
charity by corporations in the future 
ought not to go to unincorporated or- 
ganizations for use abroad. Strangely 
enough, individual taxpayers will be 
allowed to ignore this distinction be- 
tween incorporated and unincorporated 
organizations for foreign charities, and 
will be permitted to continue their 
former program for charities without 
disturbance. 

This discrimination against unin- 
corporated institutions for foreign char- 
ities in the instance only of corporate 
donors was originally wrought by Pres- 
ident Truman’s December 31, 1946, 
proclamation declaring the cessation of 
World War II hostilities. It had the 
effect of invoking this restrictive provi- 
sion in Section 23(q) of the Code for 
taxable years beginning in 1947 and 
thereafter. At no time in the history 
of modern man have our foreign breth- 
ren needed financial assistance more 
urgently than they do today to sustain 
them spiritually and economically. Yet 
corporations, in contradistinction to in- 
dividuals, were discouraged by this tax 
law from alms-giving abroad at least 
through unincorporated organizations. 
As a consequence, President Truman 
signed Public Law 384 on August 8, 
1947, postponing the effectiveness of 
this discrimination to taxable periods 
beginning two years hence. Of course, 
the full tax deduction allocable to a con- 
tribution, for an international, charita- 
ble unincorporated organization could 
still be enjoyed by a corporation by 


1947 


earmarking it for use in the United 
States or its possessions, but this would 
defeat in a large measure the purpose 
of the benefactor’s generosity, and the 
gratification of the foreign recipient’s 
need for the contribution. Since it can 
be argued with much cogency that all 
charitable organizations should submit 
to the jurisdiction of our corporate 
laws, most unincorporated charities 
operating abroad may be expected to 
become incorporated so as to attract 
corporate donations. In the meantime, 
corporate taxpayers should be aware of 
the tax restrictions on their future 
donations to unincorporated institu- 
tions for foreign philanthropy. 

To commence with, it was the 1942 
Revenue Act that allowed as a war 
measure corporate charitable deductions 
to all types of organizations which be- 
stowed their bounty abroad. This bless- 
ing for the foreign war-stricken was in 
part short-lived because this same 
provision provided that contributions 
not to a corporation but to a trust, 
chest, fund, or foundation made within 
a taxable year beginning after the date 
of the cessation of hostilities shall be 
deductible only if they are used within 
the United States or its possessions. 
As already indicated, this special meas- 
ure, included in Section 23(q) of the 
Code, was prematurely invoked by 
President Truman’s proclamation of 
December 31, 1946, declaring hostilities 
at an end, but Public Law 384 deterred 
its effectiveness to taxable years begin- 
ning in 1949 and thereafter. 


687 








New York State Tax Clinic 


Conducted by BENJAMIN Harrow, C.P.A. 


Stock Transfer Tax 


A sale of stock in New York 1s sub- 
ject to a transfer tax of $.01 to $.04 
per share, depending on the sales price. 
The tax applies if an agreement to sell 
or delivery or transfer is made i in New 
York. However, under date of June 
27, 1947, Deputy Commissioner Kas- 
mn issued a ruling that where stock is 
purchased outside the state by a broker 
aitine for a customer, the transfer of 
the stock on the books of the corpora- 
tion in New York to the name of the 
broker's customer is not subject to the 
stock transfer tax. This ruling is based 
upon an opinion of the Attorney Gen- 
eral dated February 19, 1947, Com- 
missioner Kassell’s ruling adds _ that 
delivery of the certificate by mail from 
a point outside the state is deemed to be 
a delivery at that point. Apparently the 
only New York aspect of the transac- 
tion is the transfer of the certificate on 
the books of the corporation in New 
York and that is not a taxable event. 
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City Sales Tax — Matter of Fifth 
Avenue Bldg. v. Joseph, App. 
Div., Ist Dept. (6/30/47) 

The city assessed sales t taxes for a 
period of eight years on purchases of 
coal by the petitioner. On some of 
these purchases the seller had pre- 
sumably paid the sales tax without col- 
lecting it from the purchaser.. The court 
holds the purchaser liable for the tax. 
The sales tax is imposed upon the pur- 
chaser who normally pays it to the 
seller. Where the purchaser fails to pay 
and the seller fails to collect the tax 
is payable by the purchaser directly to 
the Treasurer. Furthermore it is the 
purchaser's duty to file a return and pay 
the tax. The law prohibits sellers from 
a sorbing the tax. 

If the seller has paid the tax and the 
Comptroller again collects the tax on 
the same transaction from the pur- 
chaser the seller may have rights of re- 
coupment against the city but the pur- 
chaser may not offset this right against 
his own liability for the tax. 


Franchise Tax — Matter of McAl- 
lister Bros., Inc. v. Bates. App. 
Div., Third Dept. (7/1/47) 

This is an interesting case involving 
the proper classification of a corpora- 
tion as a business corporation taxable 
under Article 9A or a transportation 
company taxable under Article 9, sec- 
tions 183 and 184. The conporation 
was organized in March, 1936, having 
previously done a marine transporta- 
tion business as a partnership. Under 
date of November 13, 1937, the cor- 
poration chartered all of its vessels and 
equipment to an affiliated corporation 
organized by it. This was done to 
avoid legal actions for injuries. Under 
the contract the parent company would 
receive the net profits of the affiliated 
company as its compensation. The cor- 
poration filed its first franchise tax 
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New York 


report as a business corporation under 
Article 9A for the eer x year com- 
mencing November 1, 1937. This return 
filed under old Article 9A and was 
based upon activities of the corpora- 
its fiscal year commencing No- 
vember 1, 1936, and ending October 31, 
1937. The tax Commission in March, 
1939, notified the corporation that since 
it was engaged in the business of tow- 
ing and lighterage, it was a transporta- 
ion pit te and hence reclassified it 
as a corporation taxable under Article 
9A. 

he privilege year for transportation 
is the calendar year. Con- 
sequently the corporation filed its fran- 
chise tax returns for the calendar years 
1942 and 1943 as a transportation com- 
These were based upon business 
operations for the corporation’s fiscal 
vears ending October 31, 1941, and Oc- 
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tober 31, 1942, respectively. The oper- 
ating income for these years was sub- 
stantial. 


The Corporation Tax Bureau at this 
time conducted an investigation of the 
activties of both corporations and deter- 
mined that the corpors ation had been 
classified erroneously as a transporta- 

m company and that it should be 
taxed under Article 9A as a business 
corporation. 





The court held that the corporation 
was properly taxed as a business cor- 
poration. It held only the title to its 
vessels having parted with all super- 
‘sion and control of its property for 
charter period, and received the ne 
profits from another corporation as 
rental. This case was distinguished 
from People ex rel. N.Y. & Albany 
ghterage Co. v. Cantor, 239 N. Y. 64, 

the corporation chartered in- 








where 


vidual vessels for particular hauling 
jobs as an incident of its own active 


transport operations. 

The case was distinguished also from 
People ex rel. Peter J. Curran Funeral 
Service Co., Inc. v. Graves, 257 App. 
Div. a88 In this case the corporation 
retained complete control over the use 
and operation of hearses and automo- 
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biles that it furnished for funerals, 
keeping the cars in operating condition 
and directing the each 
chauffeur. 

The court ruled that the nature of 
the business carried on determines its 
classification for franchise tax purposes, 
rather than the purposes for which 
the corporation is organized. It ruled, 
also, that the State Tax Commission 
may change the classification of 
poration for franchise tax purposes as 
the corporation shifts from one kind 
of business to another. 

A transportation company pays an 
annual tax measured by capita! 
(section 183) and an additional fran- 
chise tax measured by earnings 
(section 184). In this case obviously 
a tax on net income under Article 9A 
resulted in a greater tax. 

It might be noted that the two cor- 
porations involved in this case would 
not be permitted to file a combined 
return, since there is no provision in 
the law permitting a consolidation of 
a business company and a transporta- 
tion company. The result works a.spe- 
cial hardship to the corporations, since 
the intrastate income of one 
company is subject to a tax of 5/10 
of 1% and when the net income is 
turned over to the parent company that 
portion of the gross income is again 
subject to tax. If the tax aspect of the 
arrangement between both companies 
is most important, the way is open for 
the corporations to bring themselves 
within the provisions of the two cases 
distinguished in the opinion. 
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Gross Receipts—Matter-of Guardian 
Life Insurance Co. of America v. 
Joseph. App. Div., Ist Dept. 
(6/30/47) 

The Comptroller assessed additional 
gross receipts taxes on annuity receipts 
which the taxpayer had excluded in de- 
termining receipts from the business of 
insurance. 

The decision hinged on the definition 
of premiums.” Receipts from the busi- 
ness of insurance are defined to mean 
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receipt from premiums received in and 
from risks in New York City. The 
company argued that receipts from 
agreements for the payment of annui- 
ties are not premiums. 

The court in its decision reterred to 
the case of People ex rel Metropolitan 
Life Insurance Co. v. Knapp, 193 App. 
Div. 413, aff’d., 231 N. Y. 630, which 
came before it under Section 187 of 
the Tax Law. That case held that 
money received from the sale of annui- 
ties did not fall into the category of 
premiums. Section 187 was amended 
in 1937 by subdivision 2 which pro- 
vided that “the term ‘premiums’ * * * 
shall include all amounts received as 
consideration for insurance contracts, 
other than a consideration received for 
annuity contracts’. 

The court next ruled that in the 
adoption of a similar type of tax for 
New York City the same construction 
was intended to be placed upon the 
term “premiums” and that it is a fa- 
miliar canon of construction that where 
one legislative body—the Legislature of 
the State—enacts an enabling statute 
permitting the legislative body of a city 
to pass a tax law, the latter legislative 
body acting for the city, which is but 
a creature of the State, must be held 
to have used definitive terms in its 
local laws with the meaning and defi- 
nition given and ascribed to those terms 
by the State Legislature when it cre- 
ated, defined and used them. 

The Comptroller next sought to tax 
the receipts from annuity contracts as 
receipts from other types of business 
transactions, in that such receipts were 
not from the business of insurance. 
Again the court said no. Section 46 
of the Insurance Law enumerates the 
kinds of insurance authorized and the 
making of agreements to pay annuities 
is enumerated as one of them. As a 
matter of fact it is a variety of the busi- 
ness that can be conducted only by an 
insurance company under the super- 
vision of the superintendent of insur- 
ance. So under the gross receipts tax 
receipts from annuities are exempt from 
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tax since they are not premiums al- 
though they are part of the insurance 
Not always is taxation a 
Sometimes logic and 
approval of 


business. 
practical matter. 
precedent receive the 
courts. 


Estate Tax — Estate of R. H. Goffe, 
Surrogate’s Court, N. Y. County, 
N. Y. Law Journal, June 3, 1947. 

A provision in a will provided that 
estate taxes should be paid from the 
residuary estate. The net taxable estate 
included the proceeds of life insurance 
policies payable to named beneficiaries 
and a joint estate which passed to the 
surviving joint tenant. The issue be- 
fore the Surrogate was whether the 
residuary estate should be charged with 
that portion of the estate tax covering 
the life insurance proceeds and the 
joint estate. The Surrogate held that 
the provision in the will related only 
to the assets passing under the will and 
therefore the beneficiaries of the in- 
surance proceeds and the surviving 
joint tenant were obligated to pay their 
ratable proportion of the estate taxes. 

To the same effect was the decision in 
Estate of WW. Alexander, Surrogate’s 
Court, N. Y. County, N. Y. Law Jour- 
nal, June 10, 1947. 

Here a daughter was the beneficiary 
of an insurance policy. She was also a 
co-executor and an income beneficiary 
of a trust consisting of substantially all 
the assets of the estate. The court held 
that section 124 requires an equitable 
proration of estate taxes except where 
the will contains a plain and unmis- 
takable direction to the contrary. Here 
the court found that the direction in 
the will was inapplicable to non-testa- 
mentary gifts and these, therefore, 
should bear their proportionate share 
of the taxes. 

However, in Estate of I”. A. Win- 
terbottom, Surrogate’s Court, Queens 
County, N. Y. Law Journal, June 5, 
1947, the testator directed that “any 
and all taxes, both state and federal, 
which may be imposed by any law * * * 
upon my estate * * *” be “paid out of 
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my estate”. This was construed by the 
Surrogate to include property passing 
outside the will as well as under the 
will. Consequently, beneficiaries of life 
insurance policies were not required 
to pay a ratable portion of the estate 
taxes and the resulting tax was charge- 
able upon the residuary estate. 

Apparently attorneys who draw wills 
should carefully ascertain their client’s 
intention in drawing up the provision 
for the payment of estate taxes. 


Estate Tax — Estate of R. Pulitzer, 
Surrogate’s Court, N. Y. County, 
N. Y. Law Journal, June 18, 1947. 
Like the previous case, a decedent’s 

widow was required to contribute a 
proportionate part of estate taxes at- 
tributable to proceeds of insurance on 
the decedent’s life that did not pass 
under the will. However, in this case 
the decedent’s estate was insolvent and 
the widow had advanced money to the 
executors to pay gift and income taxes 
claimed by the Federal government on 
account of an inter zvivos trust created 
by a decedent in her favor. There was 
no agreement said the court, express 
or implied, requiring the estate to re- 
imburse the widow for sums advanced 
to pay the income and gift tax claim. 


Estate Tax—Estate of M. L. Shaine, 
Surrogate’s Court, N. Y. County, 
N. Y. Law Journal, June 26, 1947. 
And in this case no apportionment of 

estate taxes was made since the will 
directed that assets not specifically be- 
queathed be converted into cash and 
further that all taxes be paid out of the 
cash. 


Estate Tax — Estate of B. Bernie, 
Surrogate’s Court, N. Y. County, 
N. Y. Law Journal, June 5, 1947. 
The New York Decedent Estate Law 

provides for an apportionment of es- 

tate taxes unless the will provides 
otherwise. This case involved the es- 
tate of a non-resident and the Surro- 
gate ruled that Sec. 124 of the Decedent 
Estate Law does not apply to a non- 
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resident estate; that the apportionment 
of such taxes is governed by the law 
of the domicile of the decedent. The 
decedent was domiciled in Florida and 
there was no provision in the will re- 
specting the burden of estate taxes. 
There was no statute in Florida cor- 
responding to Section 124 of the New 
York Decedent Estate Law. 


Sales Tax — N. Y. World Telegram 
Corp. v. McGoldrich, N. Y. Su- 
preme Court, App. Div., 272 App. 
Div. 806. 

Prior to the effective date of the 
sales tax law, property consisting of a 
building and machinery was delivered 
to the taxpayer under a lease providing 
for payment of rent, depreciation and 
certain expenses. The taxpayer had 
an option to buy the property for cost 
less the amounts paid by the taxpayer 
for depreciation. The taxpayer con- 
tended that the arrangement was in 
substance an installment sale not sub- 
ject to sales tax. The court ruled that 
the amounts paid under the lease for 
use of the machinery represented rent- 
als of tangible personal property and 
were subject to sales tax. 


Accrual of Franchise Tax Under 

Internal Revenue Code 

A recent Tax Court Case highlights 
an important difference between the 
accountant’s concept of accrual and the 
legal point of view. In Durst Produc- 
tions Corp. v. Comm., 8 TC (No. 58), 
the court held that the accrual date of 
the franchise tax under new Article 
9A which became effective March 31, 
1944, was on the last day of the corpo- 
ration’s fiscal year. The corporation 
reported on a fiscal year basis ending 
May 31, 1944. The return which was 
due in September 1944, though based 
upon the .fiscal year ending May 31, 
1944, covered the privilege year from 
November 1, 1944, to May 31, 1945. 
There was no legal accrual of the tax 
until November 1, 1944, but the court 
said that a tax could be accrued even 
if it was not yet due. It added “the tax 
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being calculated on the amount of earn- 
ings for the year in issue its -charge 
against those earnings seems to accord 
with the theory of accrual.” This state- 
ment of course is in accord with the 
accountant’s concept of accrual, but we 
are familiar with the numerous deci- 
sions that have ignored this concept 
and instead set up the legal accrual of 
a tax as the proper date. This decision 
refers to U. S. v. Anderson, 269 U. S. 
422, one of the early important deci- 
sions that gave recognition to account- 
ing principles. 

The case has other interesting 
aspects. In 1944, the Bureau issued 
a ruling (1.T. 3697, 1944 C.B. 116) 
holding that the franchise tax accrued 
on the first day of the corporation's 
fiscal or calendar year, since the tax is 
for the privilege exercised for any part 
of the year. This ruling will now have 
to be revoked by the Bureau, if it 
accepts the Durst decision. 


Under the new Article 9A, the privi- 
lege year and the base vear are now 
the same. To accomplish this change 
over from old 9A, the law provided 
a transition period before the new law 
became fully operative. The 1944 and 
1945 returns therefore both covered 
the privilege vear November 1, 1944, 
to May 31, 1945, for the Durst corpo- 
ration. If the franchise tax for both 
vears accrued legally on November 1, 
1944, the corporation was entitled to 
a double deduction. That is, the 1944 
franchise tax return based upon net 
income for the fiscal year ending May 
31, 1944, and the 1945 franchise tax 
return based upon net income for the 
fiscal vear ending May 31, 1945, could 
be accrued and taken as deductions on 
the federal income tax return filed by 
the corporation for the fiscal year end- 
ing May 31, 1945. The Bureau in fact 
had approved this double deduction. 
But the Durst case is silent on the 
double deduction and that decision itself 
is definitely not in accord with this 
concept of a legal accrual. The Durst 
case, while sound from an accounting 
standpoint, has helped to muddle the 
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question of when to take a deduction 
for franchise taxes and further litiga- 
tion may be expected on this issue. 

The Court also referred to the Com- 
missioner’s treatment of a comparable 
Tennessee corporate tax (G.C.M. 
25202, IRB  1947-8-122525). This 
ruling held that for federal income 
tax purposes the Tennessee corporate 
excise tax and the corporate franchise 
tax accrued at the close of the taxable 
year next preceding the date on which 
they are payable. This ruling inci- 
dentally reflected a revision of an LT. 
issued in 1938. 

Our own opinion on this situation 
is that the tax accrues on the first day 
of the privilege and base vear, rather 
than the last day. There is an immedi- 
ate liability for the franchise tax when 
the corporation commences exercising 
its corporate tranchise. Only the 
amount of tax is uncertain at that 
moment. This of course is determinable 
on the last dav of the base year. From 
the point of view of deductibility for 
federal income tax purposes it does not 
make any difference whether the tax 
accrues on the first day or the last 
day. For 1944 and 1945, when the base 
year and privilege vear were not the 
same, the accrual date makes a differ- 
ence. The decision in the Durst case 
would seem to be wrong, unless the 
Court took into account a provision in 
the 1944 franchise tax law, repealed 
the following vear, for a dissolution 
tax. Under old Article 9A a corpora- 
tion could avoid a prospective franchise 
tax based upon a profitable base vear 
by dissolving any time before Novem- 
ber Ist, the first day of the new privi- 
lege year. 

The dissolution tax sought to prevent 
this avoidance of tax by providing that 
a corporation should be liable for a tax 
on all income not previously made the 
basis of a tax up to the date of dissolu- 
tion. Since new Article 9A became 
law on March 31, 1944, presumably it 
applied to all corporations dissolving 
after March 31, 1944, and_ before 
November 1, 1944. While the Durst 
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opinion is not clear on this aspect of 


the case it may be that the court had 
in mind the fact that this dissolution 
tax accrued on March 31, 1944. 

The Tax Court recently rendered 
an opinion on the accrual of the Cali- 
fornia Franchise tax (Central Invest- 
ment Corp., 9 T.C. #17) which seems 
to be directly opposed to the Durst 
decision. This editor will comment fur- 
ther on the entire situation in the next 
issue of the State Tax Clinic. 


Tax Benefit Principle Under 

Franchise Tax on Banks 

The regulations under Articles 9B 
and 9C provide that a recovery of a bad 
debt previously deducted shall not be 
included as income to the extent that 
the prior deduction did not result in 
a tax benefit. 

A situation has been submitted to us 
where there has been a deduction for 
bad debts in a prior year and a recovery 


in a later year. However, in the prior 
year the franchise tax was computed 
on capital and not on income. Query: 
Is the recovery to be reported as income 
in the later year? The applicable regu- 
lation, Article 52-a, reads in part as 
follows: 

“Recoveries on loans (exclusive of those 
evidenced by bonds or other securities) 
charged off at the direction of federal or 
state bank examiners acting under author- 
ity from the Comptroller of the Currency 
or the State Superintendent of Banks may 
be excluded from gross income to. the ex- 
tent that such writeoffs did not serve to 
reduce the amount of tax computable upon 
net income in the year made. 

“Where such debts \when charged off 
did serve to reduce the tax computable 
upon net income, recoveries thereon may be 
excluded until they equal in the aggregate 
the sum of the chargeoffs not accomplish- 
ing a reduction in tax liability.” 


In our opinion the recovery is not 
includible as income since there was 
no tax benefit under the income basis 
in the prior year. 
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Accounting At the S. E. C. 


Conducted by WittiAM W. WERNTZ 


yore wl years ago the Securities 
and Exchange Commission was 
created to administer the Securities Act 
of 1933 and the Securities Exchange 
Act of 1934. Since then, it has adopted 
extensive accounting requirements, is- 
sued many formal opinions dealing with 
accounting questions and authorized 
the release of staff opinions by its Chief 
Accountant discussing numerous ac- 
counting questions not specifically dealt 
with in formal rules. Of equal impor- 
tance is the fact that the Commission 
and its staff have had to meet and solve 
innumerable cases involving accounting 
matters not falling squarely within any 
of its specific rules or opinions but lying 
instead in the sometimes vague area of 
“generally accepted accounting prin- 
ciples.” Were the Commission’s ac- 
counting decisions and requirements of 
significance only in respect of financial 
data required to be filed with it under 
one or another of the statutes it admin- 
isters, its rules would nevertheless be 
of importance to a large segment of ac- 
counting practitioners. Actually, these 
requirements and decisions have come to 
have in non-S.E.C. accounting fields a 
status somewhat like what legal scholars 
call “persuasive authority”—that is, de- 





WittrAm W. WeErnvTz, formerly 
‘hief Accountant of the S.E.C., is 
now associated with Touche, Niven, 
Bailey & Smart, C.P.A.’s. 

Mr. Werntz is a graduate of Yale 
University and of Yale Law School, 
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of accounting at Yale University and 
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and the Treasury Department. 
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in technical accounting publications. 
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cisions which, while not controlling, can 
not, for one reason or another, be 
ignored, and will usually be followed in 
the absence of strong and carefully con- 
sidered countervailing circumstances. 

S.E.C. accounting has attained this 
status of persuasive authority in non- 
regulated fields for a number of rea- 
sons. To begin with, the Commission, 
before adopting rules, has actively 
sought to obtain the views of registrants 
and accountants who appear before it. 
In addition, its accounting regulations 
and staff opinions have almost invari- 
ably been issued only after close con- 
sultation with cooperative committees 
of the various professional and tech- 
nical societies and associations, such as 
the New York State Society of Certi- 
fied Public Accountants, the American 
Institute of Accountants, the Con- 
troliers Institute, the American Ac- 
counting Association, and the National 
Association of Cost Accountants. Re- 
cently the Federal Administrative Pro- 
cedures Act formalized this consultative 
process by prescribing that most sub- 
stantive changes in rules, including ac- 
counting rules, could be made effective 
only after public notice and suitable op- 
portunity for comment by those inter- 
ested. 

In the second place, the list of com- 
panies which must file financial state- 
ments with the Commission includes 
most of the large national companies 
and a very substantial percentage of the 
smaller but well known regional cor- 
porations. As more and more com- 
panies seek to list their securities on a 
national securities exchange or to raise 
capital in the public markets, the list of 
registered companies will continue to 
grow. In a recent report to Congress, 
the Commission estimated that there re- 
mained some thousand or so industrial 
or commercial companies having assets 
of over $3,000,000 and more than 300 
stockholders that were not then filing 
reports with the Commission. The an- 
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nual stockholder reports of registered 
companies are not ordinarily subject to 
S.E.C. requirements, nor are their re- 
ports prepared for general public re- 
lease or for special credit purposes so 
subject. Nevertheless, such companies 
and their accountants will obviously be 
loathe to issue reports for any purpose 
that differ in any fundamental respect 
from those on public file at the Com- 
Condensation or expansion 
there may be, as the needs of the par- 
ticular situation vary, but it would be 
extremely perilous in such other reports 
to arrive at materially different results, 
certainly at least without the clearest 
sort of explanatory disclosure—an al- 
ways distasteful procedure. In conse- 
juence, it may fairly be expected that 
all reports of registered companies will 
be in general conformity with S.E.C. 
requirements, at least for so long as 
those requirements continue to be based 
on sound and acceptable accounting 
concepts. It may be needless to add that 
the standards of financial reporting and 
accounting practices established by this 
group of registered companies and their 
public accountants are properly re- 
garded as having a very material bear- 
ing on the adequacy and acceptability 
f the reporting and accounting prac- 
tices of companies not yet within that 
group. 


mission. 


The Commission’s requirements and 
opinions have also influenced develop- 
ments in the field of auditing. The 
Securities Acts of 1933 and 1934 in es- 
sence require the independent account- 
ant to make a “reasonable” examination 
or investigation as a basis for express- 
ing his expert and impartial opinion. 
Should the reasonableness or impartial- 
ity of an accountant’s report be put in 
issue in a suit under these statutes, it 
seems certain that failure to observe 
the Commission’s requirements would 
weigh heavily against the accountant. 
In suits involving similar issues, but not 
rounded in these two statutes, it is likely 
that Commission requirements and 
ipinions would be accorded consider- 
ible weight. 
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tis for these reasons that the editor 
and the editorial board have felt ac- 
counting at the S.E.C. to be of such 
interest to all accountants who partici- 
pate in the work of preparing financial 
statements for public or private use as 
to warrant the launching of a depart- 
ment devoted to accounting develop- 
ments and practice at the S.E..C. While 
the form and content of such a depart- 
ment will ultimately depend on the 
comments, criticisms and suggestions 
received from readers, it seems appro- 
priate to begin by noting and comment- 
ing upon new accounting rules or opin- 
ions, and upon proposed rules released 
for comment. Where possible and avail- 
able, administrative solutions reached 
in particular cases involving novel or 
interesting accounting points will be 
presented. However, the facts and re- 
sults of such cases, despite their current 
interest. are usually hard to come by. 
Since there is no regular means for 
publicizing them, only the registrant 
involved, its public accountants and 
members of the Commission’s staff will 
usually be aware of the circumstances. 
We have the hope, however, that read- 
ers will, perhaps reluctantly, take pen 
in hand and call attention to appropri- 
ate cases. 

Two items of interest to accountants 
will be used as a starter. The first 
deals with a recent accounting series 
release; the second consists of some 
curious quasi-accounting language re- 
lating to certain mortgage provisions. 

* * * 


Most accountants will doubtless 
agree with the views expressed in Ac- 
counting Series Release 62 issued on 
June 27, 1947. The release deals largely 
with the scope of examination neces- 
sary in order for an accountant to per- 
mit the use of his name in connection 
with the “summary earnings tables” 
generally found in prospectuses. Mr. 
King, the Chief Accountant, classifies 
such summaries as a species of income 
statement and concludes that “it is gen- 
erally improper and misleading for an 
accountant to permit his name to be 
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New York 
used in connection with any period cov- 
ered by a summary earnings table, or 
to undertake to express his professional 
opinion as to the fairness of the repre- 
sentations made for such period in a 
summary earnings table unless he has 
made an examination for such period in 
accordance with generally accepted 
auditing standards applicable in the cir- 
cumstances. If the instant work 
represents the first engagement of the 
accountant by the registrant and he is 
to express his expert opinion with re- 
spect to the earlier periods contained 
in the summary, it would, in my opin 
ion, be necessary for the accountant t 
apply to the operations and transac- 
tions of each of the earlier periods with 
respect to which he is to express an 
opinion substantially the same auditing 
procedures as those employed with re- 
spect to the first two years of the three 
year certified profit and loss or income 
statement included in the registration 
statement.” 

The opinion goes on to state that the 
accountant’s report should assume a 
form comparable to that required by 
Rule 2.02 of Regulation S-X. [f such 
is the case and the opinion or report 
is to be kept reasonably brief and lucid, 
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tem that is defined as “extraordinary, 
unusual, or non- recurring” in respect 
of one year’s accounts is entitled to 
such a classification, and perhaps ex- 
clusion from the income account, when 
a ten-year period is covered. 

Release 62 raises but does not seek 
to answer any of these questions di- 
rectly although its last paragraph in- 
vites them. There is not, however, an 
indication of any intended change in 
pre-existing practice in such problems, 
therefore a matter for current 
ation Whether or not the require- 
more formal and detailed 
accountant’s opinion 
earnings summary eventually 
increasing the number 
such opinions or 
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Mortgage conditions or covenants 
stated in what seem to be accounting 
terms and apparently related to some 
common accounting concepts are still 
apt to be almost undecipherable in ap- 
plication, Witness the following de- 

ription in a recent SEC opinion: 

‘The mortgage provides that for 

‘ach year beginning with the year 

1944 the company will expend for 

maintenance and repairs of the mort- 
gaged property and — automotive 

quipment of the company used i 
and/or gas utility business 
adjusted operating 
but not in excess of acfual 


its electric 
15% of 

revenues, 
va penditures for maintenance and re- 
pairs of such property during such 

vear plus $2,000,000 plus 212% of 
net cee aces subseqianl to 
December 31, 1943. The mortgage 
further provides that any deficiency 
in the replacement fund may be made 
up by a deposit. of cash with the 
trustee or by the certification of gross 
property additions, which properts 
additions may not thereafter be made 
authentication and de- 
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